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PREFACE 
Reprinted on the next page is the covering 
letter, agreed to by federal and provincial 
officials, that accompanied this Report when 
it was submitted to Finance and Resource 


Ministers through their Departments. 


Department of Finance Ministére des Finances 
ie Canada Canada 


November 1, 1978. 


Mr. T.K. Shoyama, 
Deputy Minister, 
Department of Finance, 
Ottawa, Ontario. 


Dear Mr. Shoyama: 


I am pleased to send you the Report of the Committee of Federal 
and Provincial Officials on Resource Taxation. 


The Report represents a consensus by the eleven governments 
that participated in drafting the Report. It is to be recognized that a 
"consensus" does not imply complete unanimity on all issues. Indeed, in 
some places the Report explicitly outlines differences of interpretation. 


In other places, although differences are not noted, one or more governments 
may have a dissenting view. 


While there are these differences of view on some aspects of 
the Report, officials of all governments support the recommendations. 


I might add that this review would not have reached the success- 
ful conclusion it has without the assistance of provincial officials and 
the general feeling of cooperation that existed at our meetings. 


Yours sincerely, 


E. P. Neufeld, Chairman, 

Committee of Federal and Provincial 
Officials on the Review of 

Resource Taxation. 


Ottawa, Ontario 
K1A 0G5 


Digitized by the Internet Archive 
in 2024 with funding trom 
University of Toronto 
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Federal-Provincial Resource Taxation Review 


I INTRODUCTION 


The First Ministers announced at the Federal-Provincial Conference 
of February 13-15, 1978 that "Finance and Resource Ministers will undertake 
an early review of the petroleum and mineral: industry" as part of the 
steps to strengthen the business investment climate and further shape 
industry and energy initiatives. 


The First Ministers Conference had been preceded by the Federal- 
Provincial Mines Ministers Conference of January 20, 1978. The Ministers 
expressed the need for cooperative action by both levels of government 
in order to sustain and enhance the contribution of the resource industry 
to the economy in the future. During discussion of fiscal systems there 
was, however, disagreement between the federal and provincial governments 
concerning certain principles related to the taxation of the resource 
industries. It was thus agreed that a tax review was warranted. 


This, Report is a response to the directive from First Ministers. 
It is a joint presentation by officials from the finance and resource 
departments of the federal and the provincial governments to their 
Ministers and is intended to assist them in their review of resource 
taxation. 


II BACKGROUND 


The request for a review of petroleum and mineral industry 
taxation is one element of joint federal-provincial steps to improve the 
business environment announced at the First Ministers Conference. 

Special attention was directed to these industries because of the adverse 
economic conditions faced by some parts of the mineral sector, because 

of the interest of Ministers in the question of the sharing of tax 
revenues between the federal and provincial governments in the resource 
sector, and because of the need to consider energy supply from non- 
conventional sources. 


Several segments of the Canadian mineral industry are in a 
period of economic difficulty. This reflects weak demand conditions, 
increased costs, reductions in some selling prices and a corresponding 
lack of profitability which discourages new investment and growth. 
Concern over the performance of the industry was heightened by events in 
the base metal mining industry in 1977. 


Since one of the global objectives in this report is to assure 
that tax systems are compatible with a healthy industry, the economic 
conditions facing the industry are reviewed. This is necessary in order 
to distinguish between "tax" and "non-tax" related problems and to gain 
an impression of the character and relative importance of each. As the 
economic prospects faced by the energy sector are quite favourable this 
review is largely confined to base metal mining. 


Although recognizing that economic conditions are the more 
serious factor in the current situation, the mining sector remains 
concerned with the tax system. The view is that the system leaves 
insufficient earnings in periods of high prices to compensate for periods 
of low prices and this dampens prospects for future exploration and 
development. Furthermore, the industry fears future government tax 
intervention. 


Industry concerns with government policy are also related to 
experience with the sharing of tax revenues between the federal and 
provincial governments in the resource sector. A series of changes in 
tax structures and royalty systems commenced following The Report of the 
Royal Commission on Taxation in 1966. Further revisions occurred as 
governments responded to the unprecedented conditions of the commodity 
price boom from 1973 to 1975. While these steps in taxation reflected 
various government responses to vastly changed circumstances, they did 
result in problems in federal-provincial relations in which the industry 
felt itself to be caught in the middle with adverse consequences on 
after-tax profits. There is a continuing apprehension that this experience 
might be repeated under similar circumstances in the future. 


Canada has a policy of self-reliance in energy and the development 
of non-conventional oil sources can make an important contribution to 
achievement of this goal. The federal government and the provincial 
governments involved have taken some tax and other measures regarding 
such development, but continuing attention needs to be given to assuring 
that an appropriate fiscal system for non-conventional petroleum sources 
is in place. 


It is against this background, that the current federal-provincial 
review of the petroleum and mineral industry was undertaken. 


Section III which follows outlines economic conditions in the 
mining and petroleum industry. Section IV reviews the federal and 
provincial systems of resource taxation. Industry views concerning 
taxation of the mining and petroleum industry are presented in Section V. 
Section VI assesses the tax burden on the mining and petroleum industry. 


The federal/provincial division of tax revenues is considered in Section VII. 


Section VIII presents specific objectives which would aid in achieving a 
healthy industry, adequate returns to the owners of the resources and 
secure federal and provincial tax bases. A final section presents 
recommendations to Ministers following from these objectives. 


III ECONOMIC CONDITIONS 


The objectives of a healthy industry, adequate return to 
resource owners and secure federal and provincial tax bases require tax 
and royalty systems which recognize the economic circumstances of the 
industry. The purpose of this section is to outline these economic 
circumstances by presenting information on the importance of the sector 
to the Canadian economy, economic and financial trends, and future 
prospects in the industry. 


ee 


In the discussion of economic conditions, the emphasis is 
placed upon the mining industry rather than petroleum and coal. This 
recognizes that it is the mining sector which is experiencing low profits 
and slow growth, while the petroleum industry is generally in a period 
of rising prices, adequate cash flow and expanding exploration activity. 
Since the economic problems of the mining sector have been linked to 
taxation by the industry, these aspects are covered in considerable 
detail in this review. The petroleum sector is relevant in this review 
process because of the need to assure adequate energy supplies, some of 
which may have to come from high cost non-conventional sources. 


jae Importance of the Mining Industry 


The importance of the mining industry? in the Canadian economy 
can be measured in various ways such as the sector's share in gross 
domestic product, in total employment, in investment and in exports. 
Mines, oil wells and quarries represented 4 per cent of current dollar 
gross domestic product in 1976 compared to the 21 per cent share for 
manufacturing. Employment in the mining sector (including smelting and 
refining) was 1.2 per cent of total Canadian employment in 1977, directly 
employing 118,000 persons. The mining sector accounted for 3.0 per cent 


1 This Report uses the following terms in describing the industry. 
The use of a variety of terms is necessary because of differences 
in definitions among the statistical sources. 


The term mining refers to metal mining and other mining (the latter 
including such segments of the industry as asbestos, gypsum, potash, 


quarries and mining services). These two types of mining correspond 
to the basis upon which tax and financial information on the Standard 
Industrial Classification is available from Statistics Canada. 
Uranium is included in metal mining under this definition, although 
some agencies classify uranium as a mineral fuel. Some information 
refers to non-metallic minerals which is other mining excluding 
quarries and mining services. 


With respect to oil, gas and coal, the mineral fuels sector covers 
non-integrated petroleum companies, while petroleum companies with 
a refinery are classified in the petroleum and coal manufacturing 
sector. When mineral fuels and petroleum and coal manufacturing 
are combined for statistical purposes, this is referred to as the 


petroleum and coal industry. 


Some statistics available combine metal mining, other mining and 
mineral fuels under the title of mines, oil wells and quarries. 
The resource sector is defined to include mining and petroleum and 
coal. 


of capital expenditures in 1977. In spite of its small share in these 
measures of national economic activity, however, non-energy minerals 
comprised over 18 per cent of exports in 1977. For some provinces, the 
share in provincial economic activity is much greater than the national 
average. As well, mining is particularly important to the development 
of remote regions within some provinces. 


2 Economic and Financial Trends 


The preceding section indicated the current importance of the 
mining industry in the Canadian economy. This section places the current 
Situation of the mining industry in a historical perspective. In doing 
this, two important conclusions are reached. First, the mining industry 
has always exhibited cyclical behaviour and the current downturn exhibits 
many of the characteristics of previous cycles. Secondly, there is 
strong evidence of a deceleration in long-term growth and attractiveness 
to investors of the mining industry commencing around 1970. Some other 
underlying indicators, such as numbers of new discoveries and establishment 
of new mines, actually peaked earlier. The deceleration that commenced 
around 1970 may thus have been a result of earlier changes in the industry. 


Chart 1 compares the movement of the indexes of real domestic 
product in metal mining and non-metal mining with all industries. It 
clearly indicates a flattening of growth in production in mining, particularly 
metal mining, since the early 1970's. The chart also shows that mining 
production undergoes much sharper cyclical Swings than industrial production 
in general. The duration and severity of the present downturn is compared 
to that of previous cycles in Table 5. 


A similar comparison, although not reported in the charts was 
made between metal mining and non-metal mining and manufacturing. The 
Same general results emerged, namely that growth rates in mining were 
below those in manufacturing after the early 1970s. 


Table 1 illustrates some of the employment trends over this 
period. Mining sector plus smelting and refining employment has declined 
from 1.7% of the Canadian total in 1961 to about De2Ze1nt 1977 “2 TRe 
growth in employment in mining and smelting and refining has been less 
than in other sectors throughout the 1961 to 1977 period. From 1971-77 
metal mines and smelting and refining actually showed a decrease in 
employment, while employment in non-metal mines grew at an average 
annual rate of only 1 per cent. 


140 


130 


120 


110 


100 


90 


80 


70 


60 


50 


140 


130 


120 


110 


100 


90 


80 


70 


60 


50 


Chart 1. 


INDEXES OF REAL DOMESTIC PRODUCT: METAL 
MINING AND OTHER MINING COMPARED 
WITH ALL INDUSTRIES 
1961:1Q—1978:iQ 


ALL INDUSTRIES 


METAL MINING 


OTHER MINING: | 


ALL INDUSTRIES 


1961 65 70 75 


1. EXCLUDES MINERAL FUELS 
SEASONALLY ADJUSTED, QUARTERLY INDEXES, 1971=100 


SOURCES: STATISTICS CANADA, INDEXES OF REAL DOMESTIC PRODUCT 
BY INDUSTRY (61—005) 
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Table 1 


Employment Trends - Mining and Smelting and Refining 


Share of Total Average Annual Growth Rates 


Employment 1961- 1971- 1961- 

1977 1971 1977 1977 

(%) (%) (h) (%) 

All Sectors 100.0 3.0 Sie S70 
Metal Mines 0.7 IZ 2 Q.7 
Non-Metal Mines On 2 Se 1.0 2.4 
Smelting and Refining 0.3 2.0 -1.5 ey! 

Total Mining, Smelting 

and Refining SZ iG -0.6 0.8 


SOURCE: Statistics Canada, Historical Labour Force Statistics (71-201), 
The Labour Force (71-001), General Review of the Mineral 
Industries (26-201). 


Table 2 shows that the capital expenditures by the mining 
industry (including coal mines) have increased from $187 million in 1961 
to $1,399 million in 1977. Most of the increase, however, took place 
between 1961 and 1971. The share of the mining sector in total capital 
expenditures has ranged from 2.3% in 1961 to a peak of 5.1% in 1971, and 
averaged 3.1% over the 1961-78 period. During the last five years, 
mining investment has been below this 17 year average in each year. 
Although it was only slightly below this average in 1977, standing at 
3.0%, information on investment intentions for 1978 indicates a drop in 
mining investment to 2.1 per cent of total capital spending. 


Exploration expenditures have also been weak. Exploration 
activity as measured by claims recorded and footage of diamond drilling 
is currently 53 per cent and 33 per cent respectively below the peak 
levels of 1969. Low levels of exploration expenditures cause concern 
about future mining developments because of the long lead time between 
discoveries and the start-up of production. 


Table 2 


Trends in Capital Expenditure 


Mining as a 


All Percentage of 

Year Mining Sectors All Sectors 

($ millions) ($ millions) (%) 
1961 187 8,292 243 
1970 710 Li, 73s 4.0 
1971 L021 20,184 il 
1972 800 22,218 5.0 
1973 746 26,618 2.8 
1974 809 32,882 2.) 
1975 1,037 38,216 ool 
1976 wd. 279 43,636 2.9 
1977, 1,399 46,491 320 
1978 13073 49,951 2eck 
Average 1961-1978 > ‘ cpa 
aa Includes coal. 
2: Intentions. 
SOURCE: Statistics Canada, Private and Public Investment in Canada, 


(61-205, 61-206). 


Since 1970, the lower level of exploration, particularly for 
base metals, may partially reflect an industry response to an earlier 
declining success rate for exploration and increased discovery costs 
relative to other countries. Relevant indicators are a peaking of the 
annual number of economc discoveries in 1955 and a peaking in 1965 of 
the annual number of mines brought to production. Further, the average 
cost of making an economic discovery in 1977 dollars increased from $3.6 
million in the 1951-55 period to $27.3 million in the 1971-75 period.” 


1 Statistics Canada, Mineral Industries: Principal Statistics (26-204). 


B.A. Kalymon, et al, Financing of the Junior Mining Company in Ontario, 
(Toronto: Ontario Ministry of Natural Resources, 1978). D.R 


Derry and J.K.B. Booth, "Mineral Discoveries and Exploration 
Expenditure - A Revised Review, 1966-76," Mining Magazine, (May, 
1978), 430-433. 
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Although Canadian exploration expenditures in constant dollars 
declined over the 1971-75 period, this was not the case in South Africa, 
Brazil and the Philippines - countries with which we compete for such 
investment. Australia and }reland on the other hand experienced trends 
similar to those in Canada. 


Another factor that may have a bearing on the long-term perfor- 
mance of the industry is the amount of resources devoted to research and 
development (R&D). These expenditures by the mining sector have been 
stagnant in current dollars and declined substantially in constant 
dollars. 


The importance of the Canadian mining industry in a world 
context is illustrated in Table 3, which shows Canadian production of 
selected minerals as a percentage of total world production. It is 
evident from the table that since 1971 there have been declines in 
Canada's share of copper, nickel, lead, zinc, gold and asbestos produc- 
tion, while iron ore and potash shares have increased. 


Table 3 


Canadian Share of World Production 
Selected Minerals 


Percentage of World Production 


1961 1971 1975 1976 
Copper 9.4 10.4 LOL ie 
Nickel 59.5 45.3 30 7 * 
Lead 8.8 10.8 9.9 Tee 
Zinc 12.0 2b58 17.9 By a6 
Iron Ore Bink 5.9 a ee 6.4 
Gold Tee 4.9 4.4 * 
Asbestos 41.0 41.4 2505 ee. 
Potash 0.0 by gi 21.9 * 


* Not available. 


SOURCE: Yearbook of the American Bureau of Metal Statistics 
Metalgesellshaft, Metal Statistics, 
Energy, Mines and Resources Canada. Commodity Data Summaries. 


2 D.R. Derry, C.E. Michener & J.K.B. Booth, "World Mining Exploration 
Trends - Politics of Prospecting," World Mining, (March, 1974), 46-50. 


The importance of such mineral exports in Canada's overall 
export position is shown in Table 4. Although exports of non-energy 
minerals have increased substantially over the 1961 to 1977 period, 
their share in total Canadian exports has fallen from about 26 per cent 
in the early sixties to below 20 per cent in recent years. There has 
been an increasing proportion of mineral exports in crude form (high 
grade ore, concentrate or pellets) as opposed to more processed forms. 


Table 4 


Trends in Exports of Non-Energy Minerals 


Non-Energy Minerals Exports Proportion of Non- 
Proportion Energy Mineral 

of Total Exports in 

Value Export Trade Crude Forms 
($ millions) (%) (%) 
1961 1,483 25.8 40.0 
1971 3,780 a «td 48.3 
1977 7,990 18.4 49.0 


SOURCE: Energy, Mines and Resources, Canada, Internal Working 
Paper for Canadian Minerals Yearbook. 


The information on production, employment, investment and 
exports clearly illustrates a reduction in the growth rates occurring in 
mining beginning around 1970. In the past year, some segments of the 
mining industry have been experiencing particular economic difficulties 
as is evident in lay-offs, inventory accumulation, low capacity utili- 
zation and low profitability. Thus at the current time, parts of the 
industry are both in the trough of an economic cycle and in a sustained 
period of slower growth. Some additional information on these two aspects 
of the current economic difficulties can be obtained by comparing the 
present cycle in production to previous ones. Also relevent is the 
behaviour of individual resource prices, general cost behaviour, the 
trend of rates of return in the industry, the degree of capacity utiliza- 
tion over time and the performance of mining stocks. These indicators 
are considered in turn and subsection 3 draws upon the results to discuss 
the causes of current cyclical and longer term problems facing the 
mining sector. 


Table 5 compares summary statistics for the present cycle to 
those of previous production cycles. In metal mining, there have been 
regular cycles of very similar lengths throughout the period since 1961. 
The present cycle has now lasted approximately the same length of time 
(3 years) as the four previous cycles. However, the upturn phase of the 
cycle was significantly less than in previous ones and the downturn to 
date has been slightly greater. 


= {O? = 


Experience in other mining which includes asbestos, gypsum, 
potash, quarries and mining services has been considerably different. 
For the major portion of the 1960's, real domestic production in the 
sector grew more rapidly than in industry as a whole and experienced 
very little cyclical instability. There have been three cycles since 
1968, however, with the last one as yet being of shorter duration and 
exhibiting a less severe downturn than the previous two cycles. The 
rate of growth in this part of the mining industry, has also slowed 
since 1970 and production has increased only slightly. 


Table 5 


Cycles in Real Domestic Production 
Metal Mining and Non-Metal Mining 


Average for Previous Cycles and Current Cycle 


Increase Decrease 
| Trough Peak to 
Metal Mines Duration to Peak Trough 
(%) (%) 
Four Cycles! 37 months 45.9 26.3 
Current Cycle to May, 1978 34 months 23.4 30.6 
Non-Metal Mining 
Two Cycles? 41 months 40.4 23%5 
Current Cycle to May, 1978 33 months 46.9 13A1 


ag Cycles covered are July 1963 - July 1966, July 1966 - August 1969, 
August 1969 - August 1972 and August 1972 - October 1975. 


2. Cycles covered are October 1968 - December 1970 and December 1970 - 
August 1975. 


SOURCE: Statistics Canada, Indexes of Real Domestic Product by Industry 
(61-005) 


Chart 2 indicates the variability of production for certain 
major minerals. It shows that while most of these have experienced 
considerable variation in production, the actual timing of the cycles 
have often been quite different. Specifically, the production of these 
minerals with the exception of gold and uranium have increased since 
1961. Uranium, while below the 1961 level of production, has increased 
rapidly since 1970. Significant year to year fluctuations in output are 
particularly evident for nickel, lead and iron ore with the production 
of the former two currently being well below the 1974-75 level. 
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Chart 3 sets out the variability of prices for selected minerals. 
Although there is evidence of price cycles in a number of minerals, 
there is generally less cyclical movement than is the case with production. 
Despite recent softening in some mineral prices, over this 10-year 
period, nickel prices have increased by approximately 110 per cent, zinc 
by 136 per cent, lead by 144 per cent, gold by 426 per cent and iron ore 
by 102 per cent. An exception is copper prices which have only risen by 
11 per cent as measured by London metal exchange prices. It is also 
noteworthy that prices have generally increased at least as quickly as 
broad price indexes have. By comparison the implicit deflator for gross 
national expenditure is up 102.5 per cent and the all industry selling 
price index 98.1 per cent for the 10-year period ending in the first 
quarter of 1978. 


While costs are another economic factor for which it would be 
desirable to develop complete information with respect to the various 
minerals, this has not been possible because of the lack of readily 
accessible statistical materials. Table 6, however, presents some 
material on the percentage change in certain costs which are indicative 
of those facing the industry. It should be explained that this information 
is far from complete and can only form the basis for broad conclusions. 

It does not cover such important factors as input costs which vary 
according to the location of the mine (e.g. transportation costs), the 
effect of changing quality of ore bodies, exploration costs and energy, 
environmental and safety costs. It is also not possible to provide 
reasonable international comparisons of mining costs. The Table shows 
that labour costs increased more rapidly than prices of most minerals in 
the period considered. On the other hand, the increase in the machinery 
and equipment index of 125.7 per cent fell in the middle of the individual 
metal price increases. In addition, the cost of financing new projects 
was higher in the 1970s than it was in the 1960s. 


Table 6 


Changes in Labour and Plant and Equipment Indexes 
Relevant to the Mining Sector 


Percentage Change for Ten Year Period 
Labour’ *(1oba2i9785 


- Labourer 223.4 
- Heavy Equipment Operator 213.3 


Plant and Equipment” (1967-1977) 


- Building Construction 101.8 
- Engineering Construction 116.4 
- Machinery and Equipment 61.1 
1 These indexes show wage rates in the construction industry and 


are relevant indicators for mining. 
2. Mining (including milling), quarries and oil wells 


SOURCE: Statistics Canada, Fixed Capital Flows and Stocks (13-211), 
Construction Price Statistics (62-006, 62-007). 
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Chart 2 (Cont.) 
CANADIAN PRODUCTION OF SELECTED MINERALS 
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PRICES OF SELECTED MINERALS 


1954 — 1978 
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Profits in the mining industries have generally been considered 
to be more variable and hence imply a higher degree of risk than in many 
other industries. There is evidence that for larger firms over the 
long-term, this has been compensated for by higher rates of return. 
However, smaller mining and exploration firms, which carry little weight 
in industry statistics, are much less able to practice risk aversion. 
They participate in a limited number of exploration activities and do 
not have the sources of cash flow to reach the threshold at which risk 
aversion can be effectively practiced. 


Small or "junior" mining firms appear to have contributed 
significantly to the metallic ore discovery process. In Ontario, between 
1951 and 1974, they spent 28 per cent of funds but were responsible for 
62 per cent of all economic discoveries. Despite this, the number of 
these firms and expenditures by them have declined steadily since the 
late 1950's. This decline, as indicated by reductions in the proportion 
of funds raised by junior mining companies through the Toronto Stock 
Exchange and the number of new listings of such companies, began well 
before the introduction of more stringent securities regulations and 
changes in tax regimes. 


No alternative vehicle to the junior companies for mobilizing 
private venture or risk capital has evolved in the metal mining industry. 


Table 7 indicates the capacity utilization in the metal mining 
and other mining industries. It points out the existence of excess 
capacity for the past few years and the generally lower utilization of 
existing operations in the 1970's as opposed to the 1960's. This is 
most evident in metal mining where the 70.8 per cent capacity utilization 
in the first quarter of 1978 was the lowest recorded over the period 
starting in 1961. The decline in capacity utilization for mining has 
been more severe than in the manufacturing sector. 


Table 7 


Capacity Utilization in Mining and Manufacturing 


Average Capacity Utilization 


Metal Non-Metallic 
Mining Minerals Manufacturing 
(%) (%) (%) 
1961-65 97 3 94.1 93.4 
1966-70 96.1 82.0 , 93.6 
1971-75 91.8 82.5 9132 
1976 18.5 123 85.5 
1977 77.6 79.6 84.5 
1978, lst Quarter 70.8 76.1 83.0 


SOURCE: Department of Industry, Trade and Commerce, Rate of 


Capacity Utilization, Canada, First Quarter, 1978 and 
Fourth Quarter, 1977. 
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The behaviour of stock market prices for metals and minerals 
relative to the broad market averages forms another indicator of the 
expectations regarding mining. Chart 4 shows that the stock market 
performance of the industry changed in the early 1970's, approximately 
at the same time that other economic indicators show a fundamental shift 
toward slower growth in the sector. 


Se Causes of Current Problems in the Industry 


The previous section identified weaknesses in the Canadian 
mining industry in investment, employment, exports and pre-tax profits. 
It also demonstrated that the mining industry is a cyclical one and that 
the current weakness in some respects resembles a normal cycle from 
which a recovery can be expected. At the same time, however, there is 
ample evidence that a distinct change in the industry occurred around 
1970 with various indicators of economic activity showing little strength 
since that time. The contributing factors to the problems in the industry 
are discussed in this section. 


a) Causes of Current Cyclical Problems 


The basic factor underlying current cyclical weaknesses of the 
Canadian mining industry is world economic conditions. The past few 
years have been ones of slow growth in world demand and this has been 
translated into reduced prices and reduced market opportunities for some 
segments of our export-oriented mining sector. 


Some metal prices, such as copper and zinc, have fallen and 
production has declined for several minerals, particularly nickel. The 
reduced production levels have been reflected in lower capacity utilization 
and hence increased unit costs. Thus there is cyclical pressure on 
profits arising from a cost-price squeeze. 


To the extent that industry problems are cyclical in nature, 
they will be rectified by a recovery in world economies. One of the 
main issues in taxation which arises is whether it would be appropriate 
to provide a short-term tax reduction at the current time with the 
intention that it be reversed as conditions improved. However, there is 
concern such policies might exacerbate and prolong the uncertainties of 
the past over tax policies, uncertainties which could harm the climate 
for healthy expansion and growth. 


b) Causes of Long-Term Adjustments in the Mining Industry 


While there are cyclical problems in the industry from which a 
recovery can be expected, the section on economic conditions also 
identified some fundamental changes taking place in Canadian mining in 
the 1970's. An understanding of the causes of these long-term 
adjustments is necessary in determining the policy responses which are 
possible and/or appropriate. This is not a simple step, however, 
because there is no single explanation for the weakness in the 1970's 
for all segments of the industry, nor are all the causes of the type 
which can be readily quantified and agreement reached about their role 
and significance. The individual influences of prices, costs and tax 
systems on the long-term adjustments occurring in the industry are 
discussed below. 


- 19 - 


As was noted earlier, despite the downturn in the past few 
years, prices in the mineral industry have over a longer-term period 
increased at a generally faster rate than have prices on average. It is 
difficult, therefore, to consider price weakness alone as the crucial 
contributing factor to the current situation. An exception to this 
conclusion arises in the case of copper, in which current prices have 
increased by only slightly more than 10 per cent over a 10-year period. 
This limited price increase is a result of both an apparent drop in the 
growth rate of consumption and increased output from Central Africa, 
South America and Eastern Europe. Since copper production has accounted 
for approximately one-fifth of the value of Canadian mineral production, 
this has clearly been a very significant factor for many producers. If 
anything it can be expected that increased competition from abroad will 
be the rule for most minerals over the coming years. 


Since a cost-price squeeze is evident from information on 
profits, it can be concluded that costs have undoubtedly played a 
significant role in the adjustment occurring in certain parts of the 
industry. Longer-term secular influences of costs can be divided into 
those resulting from increasing input costs such as labour or machinery 
and equipment and those arising through increased unit costs as a result 
of factors such as a lowering in the quality of available ores. Reduced 
profitability in Canada as a result of increasing costs can have two 
influences on the development of the mining industry. First, it will 
cause resources to shift from the mining sector to other sectors with 
better prospects. Secondly, if cost increases are greater in Canada 
than elsewhere, it may lead to mining projects to meet future demand 
being developed elsewhere. In certain respects, both of these forces 
have been in operation during the 1970's. 


As was shown earlier, selected wage costs have risen more 
quickly than prices, while broad plant and equipment cost indexes have 
increased less. The cost of financing new projects has also been higher 
in the 1970s than in the 1960s. The information presented is very 
incomplete, however, and should be taken as merely indicative of cost 
pressures. A recent study by the Conference Board in Canada indicates 
that Canadian labour earnings in iron mining, other metal mining, and 
non-metal mining have exceeded parity with similar United States earnings 
since the early 1970's. Similar conclusions may apply with even more 
force in comparisons with some of the less developed countries with 
which the Canadian mining sector competes. These cost disadvantages to 
Canada have been significantly offset by the recent exchange rate 
adjustments. 


There are also a set of factors which affect unit costs. 
These include the quality of ore bodies, the cost of exploration, the 
available technology, and environmental and safety costs. These vary 
considerably from mine to mine and in some cases there is a lack of 
consensus among commentators and a dearth of hard facts about their 
influence on the adjustments occurring in the Canadian mining industry. 


= ag ae . ° 
1 Conference Board in Canada, Assessing Trend's in Canada's Competitive 
Position, The Case of Canada and the United States, (November, 1977). 
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Despite the lack of precise information on the role of changing 
unit costs, a few general points can be reviewed which are relevant for 
portions of the industry. First, the development of new technology for 
the extraction of laterite ores in semi-tropical regions has made known 
deposits in these areas cost competitive with Canadian nickel mines. 
Secondly, the lack of geological maps, other exploration aids and trained 
personnel have tended to keep foreign costs of exploration high, but 
this is changing as development occurs often with the support of the 
developed countries. Thirdly, Canada has made significant advances in 
regulations to protect the environment and assure safety for workers. 
These impose additional costs on the Canadian industry relative to 
countries with lower standards. 


In respect of cost influences, the conclusion must be that 
there is a diverse set of factors which each in some degree contribute 
to the current weakness in the Canadian mining industry. The policy 
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issue that arises in respect of taxation is whether any or all of these 
factors can or should be dealt with through ‘tax reductions which might 
be expected to require substantial fiscal resources to be directed to 
these industries on a long-term basis in order to counteract long-run 


secular influences. Any such costs would of course have to be weighed 
against the benefits which might result. 


c) Taxation 


The burden of taxation on the Canadian mining industry is 
dealt with in detail in Section VI. Without attempting to summarize 
that section, two conclusions can be presented which provide the basis 
for discussion of the role of taxation in the current situation. First, 
the aggregate burden of taxation on the Canadian mining industry is 
generally in line with the treatment of other industries, and recognizes 
the special characteristics of the industry. Secondly, while taxation 
of the industry increased in the 1970's, this was directed toward achieving 
a more equitable distribution of taxes among industries; a fair return 
to governments, and a better allocation of resources in the economy. It 
should be recognized that the climate surrounding tax changes over the 
recent past has led to uncertainty. Also, the increased tax burden may 
have contributed somewhat to a reduced attractiveness of investment. 


d) Causes of Current Problems and the 
Implications for Government Policy 


The information on the causes of the current problems presented 
in this section provides a basis for reviewing the basic policy questions 
which face Canadian governments. 


The current weakness, which exists in several sectors of the 
Canadian mineral industry, has been demonstrated to be attributable to a 
combination of factors. Many of these factors are beyond the control of 
governments in Canada. To some extent commodities are experiencing 
cyclical weakness, but there are also structural changes affecting the 
rate of growth of the mining industry. It would not be reasonable to 
assume that governments in Canada could allocate resources through tax 
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concessions or other means, in such a way as to overcome all identified 
weaknesses in mining or other sectors. Such measures may be counter- 
productive to maintenance of a stable and efficient economy. The industry 
will continue to play an important role in the economy and experience 

some growth, but the ability to stimulate the industry through government 
tax policies is more limited than was possible when greater growth 
prospects were evident. However, tax objectives are identified elsewhere 
in this Report which can contribute to full participation by the Canadian 
industry in any upturn and the maintenance of a healthy industry. 


IV REVIEW OF FEDERAL AND PROVINCIAL SYSTEMS OF RESOURCE TAXATION 


ps Changes in Resource Taxation in the 1970's 


Substantial changes in the taxation of the resource industry 
at both the federal and provincial levels have occurred over the last 
ten years with many of the changes taking place in the 1971-76 period. 
While it would go beyond the requirements of this report to describe all 
‘the changes in resource taxation over the period, some of the more 
significant ones are noted below. Actual overall tax rates resulting 
from the various structures and for operations in particular circumstances 
are considered in section VI. 


a) Federal Income Tax Rules 


Prior to 1972, resource income was subject to the general 
rules governing the corporate income tax, but the industry was given the 
benefit of four special kinds of provisions in determining income. 
First, a resource corporation was permitted to treat as current expenses 
all costs of Canadian mineral exploration and development. In addition, 
depreciable assets were entitled to generous capital cost allowance 
rates. Secondly, income of a new mine was exempted from income tax for 
the first three years of production. The third provision was the automatic 
deduction of depletion allowances of 33 1/3 per cent of production 
profits. Fourthly, income received by prospectors and their financial 
backers (grubstakers) from the sale of mining properties was excluded 
from taxable income. One other feature of the pre-1972 system was that 
all mining taxes and royalties were deductible from income. 


The amendments to the Income Tax Act resulting from the tax 
reform process which became effective on January 1, 1972 restricted some 
of the industry's tax advantages. The three year tax exemption for new 
mines was terminated effective January 1, 1974. As a partial offset, 
changes were made to permit most depreciable assets to be written off as 
fast as income from the mine permitted, and in no case at less than 30 
percent of the unclaimed balance. The exemption for prospectors’ and 
grubstakers' ended in 1971; however, properties owned on December 31, 
1971 were entitled to special transitional provisions. Gains on mining 
property sales are now taxed as ordinary income. The operators' depletion 
was to be unchanged until the end of 1976. Thereafter, it was to be 
replaced with depletion earned by certain eligible expenditures, i.e. 
exploration, development, and depreciable assets for a new mine or major 
expansion of an existing mine. After 1976, provincial mining taxes were 
to be disallowed as a deduction and be replaced by an abatement of 15 
percentage points of the federal corporation income tax. 
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In 1974, there were major changes in the profitability of the 
resource industries and changes in provincial royalty and tax systems. 
The federal government responded by accelerating the removal of the 
automatic depletion allowance and of the deductibility of provincial 
mining taxes. The deduction of provincial resource royalties was also 
terminated. There was provision for tax abatements (15 percentage 
points for mining) in 1974 and 1975 in lieu of deductibility. In 1976, 
the tax abatement was replaced with a resource allowance deduction of 25 
percent of resource profits. Development costs, which had previously 
been expensed, were now deductible at a 30 percent rate. The introduction 
of earned depletion was also advanced from 1977 to 1974, but the annual 
allowance was limited to 25 per cent of resource profits determined 
after the deduction of the resource allowance and exploration and development 
expenses. Depletion was still to be earned at the rate of $1 for every 
$3 of eligible expenditures. 


The income tax rules applying to non-conventional petroleum 
projects have undergone considerable change in recent years. The Syncrude 
project was allowed both full deductibility of provincial royalties and 
the deduction of the resource allowance. Current rules, which will 
apply to future projects, provide for the deduction of the resource 
allowance only. In 1978, special incentives were introduced for non- 
conventional oil projects. The depletion earned on these projects may 
be deducted at a rate up to 50% of total income rather than the normal 
write-off rate of 25% of resource profits. In addition, machinery and 
equipment used in an enhanced recovery systems in an oil field, would be 
eligible to earn depletion at a rate of $1 depletion for each $2 eligible 
expenditure. This depletion can also be written off at up to 50% of 
total income. 


There is a special temporary incentive for high cost, exploration 
oil and gas wells. The costs with respect to each well in excess of 
92,000,000 are entitled to a special additional depletion allowance of 
66 2/3% which is claimable by individual and corporate investors in 
these projects against other income. This provision results in a potential 
deduction when calculating taxable income of 200% of these costs. 


b) Other Federal Changes 


In 1974 the federal and provincial governments agreed to set 
domestic crude oil prices at a uniform level across Canada. This level 
is lower than prevailing world prices and necessitated a subsidy to 
users of imported oil in Eastern Canada. This was initially financed by 
a tax on oil exported from Canada and was later supplemented by an 
excise tax on gasoline for personal use. 


As part of the Tax Reform changes in 1971, taxation of capital 
gains was introduced affecting all industries including the resource 
sector. 
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e) Provincial Income Tax Rules 


Under the federal and provincial tax collection agreements, 
the federal government collects corporation income taxes for all provinces 
except Ontario and Quebec, based on a common definition of income. As 
such, provincial income tax systems followed the foregoing revisions to 


the federal system. Exceptions occurred in the case of Ontario and 
Quebec. 


For mining Ontario continues to provide the automatic 33 1/3 
depletion allowance, but does not allow the resource allowance. In 
Quebec, the rate at which depletion may be claimed against income is 
33 1/3 percent, rather than the federal rate of 25 percent. Development 
expenses are deductible at 100 percent in both Ontario and Quebec. 

Quebec has also retained the prospectors' and grubstakers' exemption. 
Saskatchewan and Alberta provide royalty tax credits and tax rebates 
through the income tax system to compensate for the non-deductibility of 
provincial royalties and other taxes which apply to different resources 

in these provinces. In British Columbia, coal, iron ore and petroleum 
royalties are effectively considered in the calculation of B.C. corporate 
income tax. For metallic minerals, however, B.C. allows neither the 
deduction of the provincial mineral resource tax nor the resource allowance 
and rate structures for the former reflect this. 


d) Provincial Mining Taxes and Royalties 


Prior to 1974, resource charges in most of the provinces 
generally took the form of a levy on profits. Although there were 
Significant differences among the provinces, all of their statutes had 
in common an attempt to apply the charge to the “mine mouth" value of 
the ore, less mining costs. The general approach was to start with a 
mining company's revenue from its total extraction and processing activities 
and then to deduct costs of processing and marketing, depreciation of 
processing plant and a "processing allowance” which was equated to 
profit from processing (typically 8 percent of original cost of depreciable 
property used in processing the ore) A usual provision was that the 
processing allowance was to be not less than 15 percent nor more than 65 
percent of the profit on the integrated enterprise. Direct costs and 
depreciation on the mine itself were also deductible (certain costs such 
as interest are generally not deductible) and there were further deductions 
for exploration and development which varied from province to province. 

To this tax base was applied a statutory rate, which in most provinces 
did not exceed 15 percent in 1973. 


In the petroleum and natural gas sector in the 1960's and 
early 70's the provinces collected a royalty generally averaging 
between 12 1/2 to 16 2/3 percent of the value of production. 


1 In the case of corporations operating in multiple jurisdictions 
taxable income is allocated on the basis of uniform allocation rules. 
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The increase in world oil prices and commodity prices initiated 
some important changes in the royalty systems for these resources. Tax 
systems evolved rapidly in an attempt to capture all the economic rent, 
while leaving a fair return to labour and capital. 


In 1974, British Columbia was the first province to depart 
from the traditional form of mine profit taxes in favour of a mineral 
tax system which utilized an incremental royalty concept in addition to 
a basic royalty. This legislation was subsequently repealed and was 
effectively replaced from January 1, 1976 by a mineral resource tax 
based on profits with a fixed nominal tax rate of 17.5 percent applied 
on a mine-by-mine basis. 


Ontario revised its mining tax system substantially in 1974 
replacing the existing 15 percent flat rate on mine profit by a graduated 
rate schedule and instituting a graduated processing allowance based on 
the degree of processing and the location of the facilities. 


Also in 1974, Quebec introduced a graduated rate schedule, 
increased depreciation and processing allowances and extended the principle 
of earned depletion to mining taxes. 


In Manitoba, the general royalty rate was increased to 23 
percent in 1974. In 1975, the province introduced a graduated rate of 
15 percent on taxable income up to an 18 percent rate of return on the 
company's "investment base" and 35 percent on taxable income in excess 
of an 18 percent rate of return. The "investment base" is the undepreciated 
balance of investment in mining and service assets indexed to take 
inflation into account. 


In Saskatchewan, a potash reserve tax based on a formula that 
makes the levy vary with the price of potash, the production capacity of 
the mine, its ore grade and invested capital was imposed during 1974. 
Saskatchewan also introduced a uranium royalty system in 1976 with a 3 
percent basic royalty on the gross value of production and a graduated 
royalty on operating profits. No mine is liable for the graduated 
royalty until the accumulated operating profits exceed the amount of 
invested capital plus an interest allowance. 


Newfoundland revised its mining tax structure in 1975 by 
raising the rate from 5 percent to 15 percent. In addition, a mineral 
rights tax was implemented which imposes a levy of 20 percent on monies 
payable to holders of mineral rights. As a result, the total tax payable 
is not less than 16 percent. The changes are applicable to new mines. 
A number of existing mines are taxed under Private Statutes and Agreements 
and generally lower tax rates are applied. 


In 1975, Nova Scotia introduced a profit tax equal to the 
greater of 15 percent of profit or 2 percent of the net selling price 
minus transportation costs. Prior to 1975, the Mines Act provided for 
payment of royalties by Order-in-Council. Royalties were generally 2 
percent of net smelter returns or a specified flat amount per ton depending 
upon the mineral concerned. 
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gfe In 1977, New Brunswick made substantial revisions to its 
mining tax system introducing a basic tax of 2 percent on net mining 
revenue beginning in the third year of production and an additional 16 
percent on profits over $100,000. There were also changes to the processing 


allowance. An exploration and research credit and finance allowance 
were introduced. 


In the mid-1970's, new systems for taxing petroleum and natural 
gas production were developed in the producing provinces. These systems 
were designed to collect a significant proportion of any increased value 
of existing oil reserves. Each province developed a distinct system for 
accomplishing this goal as industry characteristics and governmental 
policy objectives differ among the provinces. The details of the systems 
are not included in this paper. 


As a result of these changes and the somewhat different systems 
already in place prior to the round of changes in 1974-1977, there has 
been a considerable increase in the variability of the definition of tax 
pease and tax rates. Some highlights of this variability are outliaed 
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= actual interest charges on debt are not commonly allowed; 
British Columbia allows interest expenses net of interest 
income. 


+ New Brunswick and Saskatchewan (uranium royalties) provide for 
an interest allowance with respect to assets for all operators 
in conformity with established rules, regardless of whether 
the company is debt financed or not. 


7. Manitoba allows adjustments for inflation with respect to 
mining and service assets. 


5s Quebec allows three year income averaging, a 2-year carry 
forward of losses, and a combination of loss and profit operations 
owned by the same interests; loss carry-forwards are allowed 
for Saskatchewan uranium; Manitoba has a three year averaging 
provision with losses counted as nil income for averaging 
purposes; British Columbia does not allow loss adjustments 
under its mineral resource tax, while Nova Scotia has limited 
provision for loss carry-forwards. 


= Quebec, Ontario, Manitoba and Saskatchewan (uranium) have 
progressive rate structures. 


= Processing allowances, which are designed to remove processing 
profits from mining tax calculations, were normally on the 
basis of 8 percent of the original cost of processing assets 
with a 15 percent minimum and a 65 percent maximum. Five 
provinces have departures from this "norm". Ontario has 
escalating processing allowances which vary from Bz tor S54, 
depending on the degree of processing and geographical location. 
Quebec allows 15% for fully integrated facilities. British 
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Columbia applies the 8% to the undepreciated value of processing 
assets and, as a result, the 15% minimum of profits is commonly 
used. In Manitoba, the processing allowance is calculated at 

8 percent of the eligible assets up to a 50 percent maximum 
with no minimum. New Brunswick recently reduced the allowance 
for milling from 8 to 6 percent and raised it to 9 percent for 
smelting and refining assets. 


V INDUSTRY VIEWS CONCERNING TAXATION 


ly Mining 


The latest submission received from the Mining Association of 
Canada by the federal government in March, 1978 recommended that as a 
basic objective a level of confidence be established to ensure future 
growth and stability. It was also recommended that federal and provincial 
governments agree upon a uniform definition of taxable income, tax 
revenue sharing, and a combined federal-provincial tax rate not exceeding 
45% net of resource allowance. 


The M.A.C. believes federal leadership is required to initiate 
and co-ordinate a common national tax base which retains the earned 
depletion system and resource allowance concept and recognizes that 
processing profits should not be subject to provincial mining taxes. 


A number of requests for specific tax-reducing changes were 
included in the submission. In the federal system, it was suggested 
there be an increase in the resource allowance, re-institution of automatic 
depletion at 33 1/3 percent or expansion of the definition of expenditures 
eligible to earn depletion, and a faster write-off of development expenses. 
There was also a reference to the taxation of employee benefits, the 
present level of the inventory allowance, the loss carry-forward provisions 
and special tax relief for new mines. 


In a presentation to Provincial Mines Ministers in September, 
1978, the MAC suggested the profits from new mines or major expansions 
be taxed at half rates for three years after the recovery of the additional 
capital. 


In addition to the comments on the federal system, M.A.C. and 
its affiliates have suggested several changes with respect to certain 
provincial tax systems. 


At the Provincial Mines Ministers Conference during September 
1978 in Toronto, the M.A.C. emphasized that the progressive tax rates in 
some provincial jurisdictions were a major concern for the industry. It 
was reported that progressive tax rates may result in onerous marginal 
rates during a recovery period which would have serious adverse effects 
on needed cash flows and could inhibit additional investment. They also 
stated that there are psychological problems for the industry when it 
faces potential marginal tax rates in excess of 60 percent. 
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The industry believes a flat mining tax rate is more appropriate 
with the possible use of the corporate income tax base as a base for 
determining mining taxes. In addition, the industry has pressed for 
more deductions, such as the deduction of the mining taxes or the 
acceptance of a 25 per cent resource allowance in British Columbia, and 
more liberal rules for the write-off of exploration or development. 
expenditures in British Columbia and Manitoba. In order to better 
recognize the cyclical nature of the industry, an improvement in averaging 
or loss carry forward provisions was suggested for several provinces. 

The rate of processing allowances in several provinces are at levels 
which the industry believes results in mining tax being imposed on 
processing profits. The industry would prefer higher allowances or an 
increase in the allowable ceiling for the processing deduction. The 
industry also expressed concern over the number of different taxes 
imposed on potash production in Saskatchewan. 


Segments of the mining industry have expressed the view that 
the introduction of capital gains taxation has had an adverse effect on 
their ability to raise venture capital for exploration. Concern has 
also been expressed regarding the inclusion of gains from the sale of 
resource properties by unincorporated prospectors.or grubstakers into 
income for tax purposes. 


+ ioe Petroleum 


The Canadian Petroleum Association in a submission in July 
1978 stressed the need for basic agreement on fiscal policies which will 
meet both constitutional rights and Canadian needs for development of 
petroleum and mineral resources. The Association believes the basic 
prerequisites in the tax systems should cover long-term stability, 
flexibility to permit stimulation of specific areas of development and 
the need to encourage development of petroleum resources which can 
economically displace imports. 


The Association also believes that in order to obtain stability, 
government revenues from the petroleum industry should be shared on a 
fixed basis between federal and provincial governments to be obtained 
through formal agreements on fiscal policies in the energy area. 


Other representations from the petroleum industry concerning 
the federal tax system have centred around specific changes rather than 
overall tax burdens or tax systems. The changes requested have ranged 
from the need for increased incentives for exploration in remote areas 
such as the Arctic to special tax concessions for proposed heavy oil or 
oil sands production facilities. The arguments supporting more tax 
concessions have related to projected rates of return which appear to be 
insufficient to attract the large high risk investments. Provincial 
governments have also received requests for royalty concessions for the 
same reasons. 


Requests for specific changes of a technical nature include 
problems related to non-recourse financing of resource projects, definitions 
of Canadian development expense as it pertains to work~-overs of existing 
wells and the rates at which depletion may be deducted. 
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Except for new non-conventional oil projects, the level of 
taxation does not seem to be a problem with the petroleum industry. The 
industry does, however, have concerns with the ability of the two levels 
of government to co-operate in this area of taxation and avoid frequent 
changes in the tax rules. The industry is also concerned over the 
scheduled termination dates for frontier drilling incentives and the 
provisions allowing for the immediate deduction of exploration expenses 
for non-principal business corporations and individuals. : 


VI. LEVEL OF TAXATION IN THE MINING INDUSTRY 
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Issues involving the taxation of mining and petroleum sectors 
are central to any discussion of the current and future economic position 
of these industries. On the one hand, commentators such as the Royal 
Commission on Taxation have, from time to time, questioned the generosity 
of the tax provisions applying to the sector. On the other hand, industry 
spokesmen have called for limitations on the overall tax rate on income 
in the sector. Governments wish to obtain a level of tax from the 
sector that is appropriate given their financial responsibilities, their 
interest in a fair and stable tax system, and the role of provincial 
governments as resources owners. The mining sector provided 1.2 percent 
of provincial revenues and 0.5 of total federal revenues in 1975-76. 


A view of the current tax burden on the industries is crucial 
in any deliberations by Ministers as to the appropriateness of the 
current tax systems and the desirability of reducing income or mining 
taxes on this sector on the grounds that they are too high relative to 
other sectors or other countries. Ministers could decide that the 
overall level of taxes is appropriate when viewed in the light of burdens 
on other industries or in other countries, but that a lower tax rate is 
justified in order to address cyclical or longer-term economic problems 
faced by the mining industry. This section provides a background for 
such deliberations by examining the level of taxes in the sector and 
comparing it with the level in other sectors in Canada and the taxes 
paid by the mining sector in other countries. 


1. Income Taxes 


Table 8 gives the effective income tax rates on the mining 
industry. It shows federal and provincial income tax as a proportion of 
book profits (before income tax but after all mining taxes and royalties) 
for the years 1969 to 1975. These rates indicate the tax burden resulting 
from the combined impact of the federal and provincial statutory income 
tax rate and the special provisions relating to depletion, fast write-offs 
for new mines and fast write-offs for exploration and development expenses. 


For comparison purposes, effective tax rates on book profits 
are also provided for the manufacturing industry. This sector has also 
received special income tax treatment relative to the corporate sector 
as a whole beginning in 1972. This takes the form of a lower tax rate 
(40 per cent versus 46 per cent) and the two-year write-off for assets 
used in manufacturing and processing. The main observations are as 
follows. 
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iy The combined federal and provincial income tax rate on the 
mining sector has been consistently below that on the manufacturing 
sector for the period covered, reflecting the various incentives. The 
differential advantage to mining has narrowed considerably from approxima- 
tely 25 percentage points in the pre-tax reform period to 7 percentage 
points in 1975. The reduced differential reflects substantially lower 
rates on manufacturing and significantly higher rates on mining. 


Table 8 


Profit Rate on Shareholders' Equity and Effective 
Income Tax Rates Mining and Manufacturing 


Mining Manufacturing 
Profit Rate Effective Profit Rate Effective 
on Shareholders' Tax, on Shareholders! Tax 
Equity Rate Equity Rate. 
Before After Before After 
Income Incom Income Incgme 
Years Taxes Taxes Tax Tax 
(%) (%) (%) (%) (%) (%) 
1969 11.8 10.0 5 aS Lio3 10.6 381 
1970 14.9 Tere) 16a) 12.4 ds 41.1 
1971 QD 8.4 11.6 14.9 9.4 36.9 
1972 6.8 haat, 16.2 16.9 10.8 36.1 
1973 19.8 Lined t hes me 2 ge. 16.4 29.23 
1974 214 16.3 23.8 26.7 18.2 30.0 
1975 13.0 9.7 2524 212 14.3 3229 
1 The before-income-taxes profit rate is after the subtraction of all 


provincial mining taxes and royalties. The after-income-taxes profit 
rates is then obtained by subtracting federal and provincial income 
taxes. These income taxes are before re-assessments. 


Z Income taxes subtracted to arrive at the after-tax profit rate 
are federal and provincial income taxes. 


3 Effective tax rate is the ratio of federal and provincial income 
taxes to the before income tax profit rate. 


SOURCES: Statistics Canada, Corporation Financial Statistics, (61-207) 
Statistics Canada, Corporation Taxation Statistics, (61-208) 


Data from the Statistics Canada survey of industrial corporations 
indicate that effective income tax rates for mining have declined since 
1975 due, in part, to changes in federal and provincial tax legislation. 


2. Income Taxes and Other Levies Combined 


In addition to federal and provincial income taxes the mining 
industry faces various levies at the provincial level in the form of 
mining taxes, royalties and other charges. Table 9 presents the total 
of income taxes and other levies paid to government as a percentage of 
book profits before any such payments. 
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It should be emphasized, however, that considerable care must 
be exercised in using and interpreting such information. Mining taxes 
and royalties are in part payments to the provinces in their capacities 
as owners of the resources. If these resources were privately owned, 
there would obviously be some charge for their use and this payment 
would be considered a normal cost of production to the companies. 
Information on the ratio of total revenues of government from mining to 
book profit cannot therefore be treated in the same fashion as is infor- 
mation on the effective income tax rates given above. As well, interpreta- 
tion of comparisons between sectors must proceed with caution given that 
payments by other sectors for society's scarce resources are costs of 
production and not taxes in these statistics. 


Nevertheless, royalties and mining tax payments are subject to 
the discretion of governments just as are income taxes and do represent 
an actual cash flow from the mining sector to governments. Given governmental 
control in setting these charges, they are lumped in with income taxes 
in the debate about the treatment of the industry. In light of the 
difficulty of determining what proportion of provincial levies represents 
a reasonable payment for the use of resources, and what proportion 
constitutes a tax as such, this debate is not subject to easy resolution. 


Table 9 shows effective provincial and federal tax rates, 
(counting all provincial levies as taxes) on mining and manufacturing 
industries for the 1969 to 1975 period. The total effective tax rate on 
mining rose from 20.7 per cent in 1969 to 41.8 in 1975. Of this increase, 
the federal government accounted for 4.4 percentage points (4.9 including 
Territorial Mining Taxes) and the provinces for the remaining 16.2 
percentage points. 


The effective rates (including mining taxes and royalties) on 
mining were lower than the effective income tax rates on manufacturing 
except in 1974 and 1975. The reversal in 1974 occurred both because of 
increased taxes on mining and also because of reduced taxes on manufacturing. 
Although not shown in Table 9, effective rates of federal and provincial 
income taxation in sectors other than manufacturing were quite comparable 
with the total tax rate on mining. Income tax rates in services, retail 
trade and wholesale trade ranged from 39 percent to 45 percent on book 
profits. 


The effective rates on mining have consistently remained well 
below 50 percent over the entire period covered in the table. Estimates 
of income taxes, mining taxes, royalties and other payments for 1976 and 
1977 suggest that these may well have dropped substantially since 1975 
as a result of reduced profitability and tax reductions. 


The effect of current income taxes and other levies on the 
mining industry can also be seen by examining the rates of return, 
before and after tax, on a hypothetical mine investment over its lifetime, 
and assuming continuation of present tax rules. Results for three 
hypothetical mines are presented in Table 10. Rates of return are also 
calculated under tax rules prevailing in 1971 to provide some indication 
of the changes in tax burden over time resulting from changes in tax 
structures. 
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The mines are base metal mines with a life of twenty years 
operating under certain assumptions as to price and cost trends and 
resource charges which are not necessarily applicable in every province 
and circumstance. The mines differ in the assumed degree of processing 


associated with the operation and in their assumed pre-tax profitability 
and size. 


Several points can be noted from the Table. First, it is 
clear that tax changes since 1971 have reduced the profitability of a 
new mine investment. There is considerable variation in the after-tax 
rate of return among provinces. 


Secondly, it appears that, in several provinces, under both 
1971 and 1978 tax rules, the reduction in the rate of return on the 
marginally profitable mine as a result of taxes is proportionately 
greater than for the larger, more profitable operations. This is partly 
due to the structure of provincial mining taxes and royalties that may 
result in liabilities being incurred even if little or no profit is 
being obtained. Such a situation may well be reasonable in that such 
charges are payments to provinces for resources actually extracted and 
such payments can properly be regarded as a cost incurred regardless of 
profit levels. 


This again points to the conceptual difficulties in determining tax 
burden in the case of such provincial levies. 


The discussion above has considered taxation in general. 
There are, however, some special situations which deserve mention. 
These are potash, integrated mining and processing operations, explora- 
tion and development incentives, and high marginal rates. 


a) Potash 


Currently, there are nine potash mines in Saskatchewan of 
which four are privately owned, three are owned by a provincial Crown 
Corporation and two are run jointly by private and Crown interests. 
Over ninety per cent of the production from these mines is destined for 
the export market. 


These mines pay a number of levies to the provincial government 
which the private producers claim are excessive. The private producers 
are also liable for federal corporate income tax. 


The main provincial levies were introduced during a period 
when the entire industry was privately-owned and rapidly increasing 
prices of potash were not matched by cost increases. The provincial 
government felt that additional levies were warranted in this circumstance. 


In designing the new levies, statistical data on which to base 
a judgment as to the effect of the new system was not available from the 
industry. Developments in recent years have seen more cooperation and 
communication between the private producers and the government, including 
the transmittal of financial data from the industry to the government. 
An active review of the level of taxation on the industry is underway 
between the producers and the government. 
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b) Integrated Mining and Processing Operations 


In any discussion involving the tax rates on industry and 
encouragement of further processing of minerals in Canada, it should be 
understood that the provisions which exist in most of the provincial 
Mining Tax Acts:in Canada, and which are referred to as processing 
allowances, are basically not incentive measures. The processing allowance 
can be an incentive if the rates of the processing allowance increase 
with the degree of processing and the allowances, to be incentives must 
at least provide adequate recognition of actual processing income. 


In their usual and historical form, the processing allowances 
can be disincentives to further processing because they have the effect 
of subjecting to provincial mining taxes a portion of the profits derived 
from processing. For example, studies of tax burdens on hypothetical 
mines indicate that, with the exception of Ontario and Quebec, an 
integrated mine operation pays considerably more mining tax in the 
various jurisdictions than does a non-integrated mine, despite the fact 
that they both exploit exactly the same amount of provincial minerals. 


In order to understand why the foregoing circumstances now 
exist, it is necessary to understand the purpose and mechanics of the 
processing allowances. First of all, the processing allowances were not 
designed to be an incentive as their sole purpose was an arbitrary way 
of determining the profits attributable to mining up to the point of 
exit from a mine. 


It is very difficult to place a value on untreated ores from a 
mine as they are seldom sold in this form. Thus, it has become customary 
to take the value of the mineral at the point of actual sale and work 
backwards through the entire process in order to determine profits at 
the pit's mouth. In recognition of the fact that profits are generated 
in milling, smelting or refining, the processing allowances were introduced 
as a mechanism to remove these processing profits. The normal rate of 
8% of the original cost of processing assets (milling, smelting and 
refining facilities) was probably selected as an appropriate return on 
such investment at the time it was established. 


c) Exploration and Development Incentives 


As has been noted in describing the tax systems of the various 
jurisdictions, there are significant incentives to exploration and 
development embodied in federal and provincial Income Tax Acts. 
Exploration expenditures can be written off at 100 percent and qualify 
for earned depletion. In addition, provincial mining tax systems provide 
for the deduction of exploration expenditures in various ways. 
Development expenditures are deducted at 30 percent declining balance 
rate under all income tax systems except in Quebec and Ontario where the 
rate is 100 percent. 


As well, it should be noted that the structure of the resource 
allowance provides greater incentives to exploration and development 
than the preceding tax abatement system. The allowance is based on 
resource profits before deduction of exploration and development expenses, 
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earned depletion and interest expenses. Thus the after-tax cost of 
exploration and development costs is lower as these costs act to reduce 
taxes directly. Other costs, which are deductible in determining resource 
profits, also reduce the amount of the resource allowance. 


The result of these various provisions is thus that companies 
which undertake exploration and development will have lower effective 
tax rates than those which do not. However, the provisions may not 
provide any benefit to those engaged in exploration who are not in a 


taxable position or who do not have any current or immediate prospects 
of income. 


d) High Marginal Tax Rates 


As discussed previously, the industry has identified high 
marginal tax rates as a serious impediment to new mining investment. 
High marginal rates can occur under any system, but they are typically 
associated with progressive mining tax or royalty structures. They 
arise when the maximum rates under progressive provincial mining taxes 
or royalties are added to the federal and provincial marginal income tax 
rates. The industry is concerned that the high marginal rates reduce 
cash flow unduly and thereby discourage new investment. For example, a 
large, profitable mine in Ontario after utilizing all of its exploration, 
development and depletion would have a 27 per cent federal income tax rate 
(after resource allowance), a provincial income tax rate of 8.7 per cent 
(after automatic depletion) and a maximum 40 per cent provincial mining 
tax rate. The industry believes that the resulting 75.7 per cent marginal 
rate is excessive. It should, of course, be noted that high marginal 
rates apply only in exceptional circumstances characterized by very high 
profitability. Even then the higher rates apply only to a certain portion 
of income. As a result of this, and other provisions in the tax acts, 
the overall effective rates are much lower than the marginal rates. 


Progressive rate structures may differ in their degree of 
progressivity, their maximum rate, the form of averaging allowed, the 
treatment of loss years and the income level or rate on return thresholds 
which trigger the higher tax rate. The effect of progressive systems on 
mining investment decisions will depend on the structure of the particular 
systen. 


Specific concerns about progressive tax systems and the associated 
high marginal rates are as follows. 


A progressive tax system, even though it could be designed so 
as to yield the same aggregate revenue to the government as a given flat 
rate system, would discriminate against firms with fluctuating incomes. 
To be more specific, a progressive system would result in greater tax 
liability for a company that experiences fluctuating incomes than for 
one that experiences a steady income system. In order to avoid this 
problem, appropriate averaging provisions are necessary. 


The publicizing of potential high marginal rates, even though 
they may not result in high overall tax rates can lead to the perception 
of Canada as a high-tax country and result in reduced investment from 
abroad as well as from domestic sources. 
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The provinces with progressive tax systems have adopted them 
for various reasons. Most provinces believe such systems to be a way of 
collecting economic rent as prices and profits rise. The Ontario system 
allows for low or zero rates on low profit situations and allows for the 
use of significant processing incentives. Saskatchewan believes that 
its system for uranium royalties with the progressive rates tied to a 
rate of return concept should not lead to an unfair level of tax. There 
is also the view that mining tax rates should not necessarily be added 
to income tax rates for purposes of comparison with other sectors to show 
a total rate since the mining taxes and royalties represent, at least in 
part, a payment for raw materials. The industry, of course, does not 
share this view. It is reasonable that resources should bear charges 
which reflect their value and costs of production and this may justify 
high marginal rates in some instances. 


oie International Comparisons of Canadian Mining Taxes 


In judging the appropriateness of tax burdens, it is useful to 
compare tax rates in Canada with those in other jurisdictions. Mining 
operations in other countries compete directly with Canadian production 
and these locations compete with Canada for new investment. 


Comparisons of tax burdens between countries can be misleading 
for several reasons. First, many other factors affect competitive 
forces and flows of new investment. These include basic differences in 
production costs, quality of ore bodies, availability and cost of transpor- 
tation and infrastructure, local labour market conditions, as well as 
political and cultural circumstances. In fact, for a given investment 
project, these factors may have vastly more influence on company decisions 
than do tax considerations. 


Secondly, in developing countries mining is often a large con- 
tributor to total domestic output and an important source of scarce 
foreign exchange. This latter fact implies that these countries may 
well adopt an extremely preferential level of taxation in order to 
secure foreign exchange to be used to pay for much-needed imports. In 
many cases, individual projects will be subject to specialized tax 
arrangements that depart appreciably from statutory tax provisions. 
While Canadian tax policy in relation to the mining sector should be 
competitive, this does not imply that the nation's wealth should be 
given away. Such a policy would imply greater taxes on other members of 
society and/or a reduced stream of services from governments. 


Thirdly, international differences in resource ownership that 
have evolved can lead to important differences in measured tax rates 
without reflecting the differences in costs. For example, to the extent 
that higher levels of public ownership of resources are reflected in 
higher payments to governments, "tax" payments will appear higher even 
though costs may well be comparable in another country in which private 
owners extract similar payments for use of resources that are obviously 
not taxes. Again, arrangements in certain countries may require that 
governments be given a certain equity percentage (or revenue payments 
under a profit sharing plan) without, in fact, having contributed to the 
project. Such arrangements obviously impose non-tax costs on companies. 
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a) Comparisons with the United States 


Significant differences exist in the income tax provisions 
between the two countries both generally and in mining in particular. 
The major similarities and differences in the specialized provisions 
affecting mining are as follows: 


(i) In the United States, the average statutory rate of federal 
and state tax is approximately 51 per cent of taxable income. 
(This comprises a federal rate of 48 per cent and deductible 
state income taxes varying from zero to 10 per cent). In 
Canada, the average statutory rate is 47 per cent (again 
varying by province). 


(ii) Exploration expenses in the United States may be fully claimed 
when incurred. However, those exploration expenditures which 
result in a successful mine must be brought back into income 
and then capitalized. In Canada, exploration expenses may be 
fully claimed when incurred. Development expenses in the 
United States are also fully deductible, whereas they may be 
written off in Canada at 30 per cent. 


(iii) Mining and processing assets may be written off in a variety 
of ways, based on useful life. Typical write-offs in the U.S. 
would be 10-15 per cent on a declining balance basis. In 
Canada, on the other hand, such assets may be claimed fully 
without limitation up to the amount of income from a new mine 
or major expansion of an existing mine or written off at 30 
per ~cent. 


(iv) The United States allows percentage depletion in relation to 
_ gross income for mining. Rates of depletion are, for example, 

15 per cent for iron ore and copper and 22 per cent for nickel 
and lead. Depletion is limited to 50 per cent of taxable 
income from the property. Canada has a system of earned 
depletion generally at the rate of one-third of exploration, 
development and other eligible expenses, claimable up to 25 
per cent of resource income. 


Table 11 shows the effective income tax rates on book profits 
before taxes in the mining sector in Canada and the United States, and 
compares these with the tax rates on manufacturing. The latest data 
available for the United States is 1973 and values for that year as well 
as for 1974 and 1975 are shown for Canada. In 1973, the Canadian effective 
tax rate was 13.1 per cent compared with 23.1 per cent in the United 
States. In Canada, the effective tax rate had moved to 25.4 per cent in 
1975. Preliminary statistics indicate that the U.S. rates in 1975 is 
about 2 to 3 percentage points higher than in its 1973 level. 


It is difficult to compare mining taxes, royalties and other 
charges in Canada with those in the U.S. In many cases, resources are 
privately-owned in that country. As well, as in Canada, several taxes 
levied by state and local governments may well apply to mining operations. 
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In addition, the federal government in the United States levies charges 
and rental fees on developments on federal lands. Tax rates may vary 
significantly depending on location in the two countries. Inter-regional 
variations in tax rates may be larger than average differences between 
countries. The results of comparisons will thus vary depending on the 
states and provinces chosen. 


Table 11 


Corporate Income Taxes As A Per Cent 
of Book Profits, Mining and Manufacturing 
Canada and The United States 


Canada United States 
19y3 1974 1975 1073 
Mining 13.2 23.8 25.4 23.1 
Manufacturing 29.3 30.0 32.5 41.6 
Note: Effective tax rates are federal and provincial or state income 


taxes as a percentage of book profit before income taxes. The 
before income tax book profit is after the subtraction of mining 
taxes and royalties in both countries. Slight differences 

in comparability of sectors may exist between Canada and 

the United States, but these are not thought to materially 
affect the results. 


SOURCES: Statistics Canada, Corporation Taxation Statistics, various years. 
U.S. Department of the Treasury, Internal Revenue Service, 


Corporation Income Tax Returns, 1973. 


It is not clear what relevance differences between Canadian 
and United States tax burden have for Canadian policy decisions even in 
those situations in which comparison showed a lower burden in the United 
States. A very large part of Canada's mineral production is exported at 
an early stage in the production process. The mining taxes and royalties 
received by the provinces for the use of the resources, and the federal 
and provincial income taxes collected on the profits from the extraction 
and early processing stages, are thus the only return to the people of 
Canada on the exports. In the United States, virtually all mineral 
production is manufactured to the final product stage within the country. 
If the tax burden is light in the early stages (milling, smelting and 
refining), the resulting higher profits available later in the production 
process are still taxed within the country. This is a viable means of 
stimulating investment and employment both in mining and further processing. 
This is not the case for Canada, where taxes must be collected before 
export occurs. 


The comparison would serve some purpose if Canada were in 
competition with the U.S. in export markets for minerals. However, the 
degree to which Canada competes with the United States in mining is less 
than in many other industries. Other developed countries, such as 
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Australia and various less developed countries, are often the main 
competitors. It is their tax systems (and cost structures and economic 
and political environments) which may be more relevant in considering 
the relative tax treatment of the Canadian producer. 


b) Comparisons with other Countries 


It is not a straightforward task to compare effective tax 
rates on the mining sector in Canada with those applicable in other 
foreign jurisdictions. All that can be done here is to provide 
qualitative conditions based on analysis of tax structures as they apply 
in these countries. No matter what the general trend, it is undoubtedly 
possible to cite a set of circumstances under which Canadian taxes are 
higher or lower than those in other countries. 


Depending on the minerals involved, Canadian producers compete 
with a significant number of other countries. A full comparison of the 
tax burden in all competing countries is beyond the scope of this paper. 
A brief examination of taxation policies in several major competing 
countries has been performed. The countries considered include Australia, 
Indonesia, South Africa, Ireland, Peru, Zaire and Chile. 


On the basis of this information, some qualitative conditions 
can be reached about Canadian tax regulations in comparison with that in 
other countries. The statutory tax rates in the developed and several 
of the developing countries are not significantly lower and in several 
cases are higher than in Canada. For example, rates of income tax in 
Australia, South Africa, Ireland, Indonesia and Peru, are in the range 
of 30 to 50 per cent, which compares with Canada's average, combined 
federal and provincial statutory rate on this sector of 47 per cent. In 
certain cases, other taxes raise this rate considerably, an example 
being export taxes in Zaire. 


The treatment of exploration and development expenses varies 
among developed countries, but Canada's treatment (full, immediate 
write-off for exploration expenses and 30 per cent write-off of development 
expenses) appears to be in line with the practice in other countries. 

With respect to depreciation provisions, Canada's capital cost allowances 
in respect of mining assets are generally 30 per cent. This compares 
with 20 per cent in Australia and 12.5 per cent in Indonesia. Many of 
the countries do not have special incentives equivalent to Canada's 
earned depletion system, but they do have generous investment credits. 


An analysis of mining tax regulations by the Sector Task Force 
of the Canadian Non-Ferrous Metals Industry attempted to compare the 
income and royalty taxes on mining, both central and local, of various 
countries. It concluded that, "it is not [a] complete [study] but it 
does seem to show that in many ways existing Canadian regulations are as 
favourable for investors in mining, smelting and refining as those of 
countries such as the United States, Ireland, Australia, New Zealand, 
South Africa, Brazil, Mexico, Iran, Indonesia and New Caledonia". 


Report of the: Consultative Task Force on the Non-Ferrous Metals 
Industry, Alfred Powis, Chairman, (June 29, 1978), Appendix III, yan bee 
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Of course, it should be emphasized that such comments are, of 
necessity, rather general in nature. Their purpose is to illustrate 
that Canadian federal and provincial tax structures are far from being 
anomalous when compared to other countries. However, especially in 
developing countries statutory tax rates can be a very poor indication 
of effective tax rates actually paid. As well, such comparisons do not 
take into account other government charges and participation arrangements 
which impose costs on producers and/or lower profits available to private 
entrepreneurs. 


Finally, it should be noted, that other factors such as infrastruc- 
ture costs, socio-economic and political factors, and quality and location 
of ore are often more important than taxes in investment decisions and 
in determining the relative costs of extraction in various jurisdictions. 


4. Tax Burden in Relation to National Priorities 


Canada has various priorities which touch upon the resource 
industries. These include: 


. continued growth and investment 

= growing employment opportunities 

~ energy self-reliance 

a diversification and expansion of the Canadian economy into 
upgrading of production beyond raw material and semi-processed 
stages 

appropriate management of the rate of resource utilization 

= appropriate degree of Canadian ownership and control. 


The tax system applying to the resource industries recognizes 
the importance of several of these priorities through special incentive 
provisions. The incentives for exploration and development and new mine 
development which contribute to growth, investment and employment have 
been outlined in detail. The frontier oil incentives and those related 
to non-conventional energy developments have also been described. 


Are such tax incentives sufficient to achieve our national 
priorities? It is obvious from the discussion of economic conditions in 
the mining sector that its performance is not as robust as could be 
desired. Examination of pre-tax rates of return indicates that profit- 
ability is lower than in previous periods. This industry's performance 
is related to economic influences at home and abroad. Some are temporary, 
some may presage more permanent shifts in Canada's position. To some 
degree, the weak performance may also be related to the uncertainties 
caused by past tax changes by the two levels of government. It is not 
clear whether tax policies can, or should, fully offset or reverse these 
influences. 


It will be necessary to consider, on the basis of information 
in this Report, whether and to what extent national priorities involving 
this sector warrant tax action to reduce the overall level of taxes or 
to alter the structure of the tax system to achieve particular goals. 
Such deliberations must keep in mind that similar national priorities 
exist with respect to other sectors and that opportunities to generate 
employment, a favourable trade balance and other objectives also are 


available in other sectors if expansionary fiscal measures were to be 
taken. 
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Conclusions regarding the level of taxation in the mining industry 


In summary, this section invites the following conclusions 
level of taxation on the mining industry. 


Federal and provincial income taxes on mining have risen in 
the 1970's, but are still lower than the income tax burden on 
other Canadian industries. 


Tax levels including both income taxes and provincial mining 
taxes, royalties and other charges have also risen in recent 
years and are currently higher than in manufacturing if only 
income taxes are considered for the latter industry. There 
are also other industries such as services, retail trade and 
wholesale trade in which the income tax burden is similar to 
the total tax burden in mining. This indicates the overall 
tax level in mining is generally in line with that in other 
industries, keeping in mind that mining taxes and royalties 
are also-in part payments to governments for use of resources 
and are therefore similar to payments to private sector owners 
rather than taxes. 


International tax comparisons are difficult to make. In any 
event, it is not clear that Canada should attempt to match tax 
rates in other countries. In the case of the United States, 
lower taxes on the extraction phase can be offset by higher 
taxes on processing, whereas in Canada the relatively lower 
amount of domestic use means that taxes on extraction are the 
principal returns to governments. In developing countries, 
tax systems may well reflect widely different priorities than 
those in Canada. 


The contribution of the tax system to the current problems in 
this section has been appreciably less than that of other 
factors such as costs and prices. This is not to imply that 
the tax system cannot be used to help the industry. 


VII FEDERAL-PROVINCIAL DIVISION OF REVENUES 


The issue of the federal-provincial division of revenues from 


the sector is a crucial one. This section does not analyze or comment 
upon the differing views of the issue but rather estimates what the 
overall shares have been. It should be emphasized at the outset that 
the analysis results in this section are estimates. While they are 
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The data are termed estimates for several reasons, namely: the 
need to combine royalty collections on a provincialgovernment- 
fiscal year basis with income taxes payable reported on a corporate 
financial year basis; the lack of data on federal and provincial 
taxes paid for most provinces (only taxable income allocation is 
available) and the need to segregate petroleum refining profits and 
taxes from the production phase of the business. Although the 
estimation procedures in this report provide results that are a 
reasonable guide to the trend of the federal provincial revenue 
shares, data for any one particular year may not give a precise 
representation because of the timing differences between the basic 
sources of data. 
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based on published data sources, results for any one year should not be 
regarded as a precise representation. Rather, the purpose of this 
section is to shed some light on shifts that have occurred in the past. 


Tables 12 and 13 show the estimated revenues collected from 
the resource industries over the period 1969 to 1975. Total revenues 
collected from the metal mining sector (excluding the Yukon and N.W.T.) 
rose from $154 million in 1969 to $649 million in 1974, then fell to 
$485 million in 1975. The federal share of revenues from this sector 
has declined over this period (from 47 per cent in 1969 to 33 per cent 
in 1975) while the provincial share has risen. This, however, should 
not be taken to imply that the federal base has been eroded. In fact, 
changes in the treatment of deductibility of provincial mining taxes and 
royalties serve to secure the federal base. 


Table 12 


Estimated Federal and Provincial Revenues 
From the Resource Industries ’ 


Metal and Petroleum, Natural Gas 
Other Mining and Coal Production 
Year Provincial Federal Total Provincial Federal Total 


($ millions) 


1969 82 ive 154 177 35 212 
1970 101 107 208 202 48 250 
1971 64 52 116 242 64 306 
1972 65 50 BUS 25% hi 368 
1973 145 120 265 379 109 688 
1974 402 247 649 1,680 450 2,130 


1975 32% 158 485 Laer 748 au Bo 
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Definition of provincial revenues excludes various charges for exploration 
rights, licences, rental fees and miscellaneous revenues. Royalty tax 
credits and royalty tax rebates are deducted from provincial revenues. 

Oil Export Charges are excluded from federal government revenues. 


Excludes mining and income taxes collected in the Yukon and N.W.T. 


Taxes on petroleum refining profits in Ontario, Quebec and the Atlantic 
provinces are not included. 


SOURCES: Statistics Canada, Corporation Taxation Statistics (61-208). 


Department of Finance calculations based on Public Accounts of the 
various provinces. 
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Table 13 


Estimated Federal and Provincial Percentage, Shares 
of Revenues from the Resource Industries’ 


Metal and Petroleum, Natural Gas 
Other Mining and Coal Production 

Year Provincial Federal Provincial Federal 
1969 53 47 83 
1970 49 ya 81 19 
1971 55 45 79 ae 
1972 56 44 79 2d, 
1973 55 45 84 16 
1974 62 38 79 21 
1975 67 Fe) (ee 28 


1, 2,°3 See footnotes to Table 12 


SOURCES: Statistics Canada, Corporation Taxation Statistics (61-208). 


Department of Finance calculations based on Public Accounts of the 
various provinces. 


Part of the decline in the federal share which apparently 
commenced in 1974, is due to the increases in provincial levies other 
than income taxes. Another part of the decline in 1975, appears to have 
been the result of a fall in profits in the industry which has been 
noted previously. Reduced profitability apparently has a larger effect 
on federal revenues than on those of the provinces because of the structure 
of certain provincial mining taxes and other levies which are not related 
to income. Current systems in some of the provinces are, however, quite 
responsive to changes. 


An indication of the decline in federal share is also provided 
by simulations using the hypothetical mine models described in 
section VI-2. Such results are useful because they abstract from cyclical 
factors that can affect actual shares in revenue collections in a given 
year. 


Simulations with the tax rules applying in 1971 and those 
applying in 1978 show that the provincial share, disregarding temporary 
cyclical fluctuations in the industry, has increased on average by eight 
to nine percentage points of total revenues (treating all mining taxes 
and royalties as taxes). These results re-inforce the conclusions 
reached earlier on the basis of examination of actual tax revenues 
collected by the two levels of government. 
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Taxes collected from the production of petroleum, natural gas 
and coal (excluding various charges for exploration rights, licences, 
rental fees and miscellaneous revenues, and the federal oil export 
charge on oil) rose steadily over the period from $212 million in 
1969 to $2,719 million in 1975. The federal share of revenues rose from 
17 to 28 percent of tax and royalty revenues. 


Up to 1970, the petroleum and natural gas sector in Canada was 
in a development phase; in many cases exploration and development costs 
had exceeded production income resulting in very little federal income 
taxes being paid. During the 1970's the industry was maturing and this 
fact combined with the rapid increases in the selling value of oil and 
gas and changes in income tax legislation resulted in increases in 
revenues. 


VIII OBJECTIVES FOR RESOURCE TAXATION SYSTEMS 


In Canada, many aspects of natural resources fall within the 
jurisdiction of the provinces under the BNA Act and the provinces are 
also in many cases owners. Similarly, in many cases, the federal government 
owns natural resources on federal lands and in the northern territories. 
The federal and provincial governments collect income taxes from the 
sector, and provide certain services and regulatory control. The division 
of powers and responsibilities has a constitutional basis and has evolved 
through practice. 


In levying taxes, collecting royalties and providing programs, 
each jurisdiction obviously must look to the desires of its citizens, 
the depletion of its resources, the characteristics of its resource base 
and its revenue requirements in developing its policies. Since the 
underlying factors are varied, different systems are justified and to be 
expected. 


Nevertheless, a set of resource taxation policy objectives can 
be identified which might be generally acceptable to all governments and 
the mineral industry. Adherence to these objectives would not necessarily 
impose a uniform system nationally, nor would it detract from the ability 
of individual jurisdictions to develop their own policies. However, it 
would provide a framework in which greater continuity, Simplicity and 
harmony in the taxation of the petroleum and mineral industry could be 
obtained. This would help to ensure that the resource industries can 
face the future with greater certainty concerning the taxation policies 
affecting them. Therefore, this section outlines and discusses the 
objectives in resource taxation that governments might undertake to work 
toward. 


Taxation policies in the resource sector must take into account 


the need to have a healthy expanding industry while at the same time 
providing an adequate return to the owners of the resource and providing 


a secure tax base for both the federal and provincial governments. 


A healthy resource industry provides economic benefits to 
Canada in terms of income, employment and exports and contributes to 
national priorities such as secure energy supplies. 
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The owners of the resources should have the opportunity to 
obtain adequate returns for the use of depleting reserves of minerals, 
petroleum and coal. A particular responsibility falls on the provinces 
in this respect as major owners of resources. It is their responsibility 
to assure that all their citizens obtain benefits from the development 
of publicly-owned resources. This requires royalty and tax systems 
designed to obtain a fair and adequate return to the provinces. Both 
levels of government have expenditure responsibilities including those 
of direct benefit to the resource industries which require an adequate 
revenue base to support. Both industries and individuals benefit from 
these expenditures and should be expected to share a portion of the 


burden. This applies to the resource industries as it does to other 
industries. 


Within the global objective stated above, a number of specific 
objectives can be identified whose adoption would provide a viable means 
of achieving these ends. These specific objectives, which are discussed 
below, are: 


a) stability and certainty in the tax systems; 


b) recognition in tax systems of the cyclical nature of the 
mining industry; 


c) an acceptable level of tax in order to achieve an adequate 
level of capital investment, growth and development; 


d) an acceptable Federal/Provincial division of revenues; 


e) greater harmonization and less complexity in the various tax 
systems; 


£) adequate encouragement of processing activity in Canada; and 


g) consistency of tax systems with national priorities such as 
security of energy supplies. 


ies Stability and Certainty in Tax Systems 


In even the brief review of the federal-provincial systems of 
resource taxation presented in Section IV, the number and frequency of 
tax changes was quite evident. These changes, concentrated in a few 
years, exceeded what many industries face in several decades. It is 
important to understand the causes of and reasons for these numerous 
changes if progress is to be made in avoiding such turbulence in future. 


First, there was Tax Reform which, among other things, sought 
to redress partially the relatively generous tax treatment accorded the 
resource industries. This was justified on grounds of good resource 
allocation and economic growth. It also sought greater equity through 
introduction of a capital gains tax. While uncertainties which were 
generated by Tax Reform have virtually disappeared, uncertainties concern- 
ing the possibility of future major tax changes persist. 


=a, 6— 


Secondly, the boom in raw material prices in the early 1970's 
led to changes in provincial levies because of the need to ensure adequate 
compensation for resource extraction. Some of the changes were quite 
complex, some were regarded as being onerous, and some failed to make 
adequate distinctions between purely cyclical price and profit increases 
and more permanent increases. Provinces have recognized these problems 
and have made some adjustments. When provincial levies were increased 
in the 1970's the federal income tax base could have been eroded and 
this led to federal responses in 1974 and 1975. The main response of 
the federal government was to replace the previous system of royalty and 
mining tax deductibility, initially by a tax abatement system, and 
subsequently by a resource allowance. While the industry did feel 
itself caught in the middle during the transition period, it is the view 
of the federal government that the new system should contribute to 
stability and certainty. 


Despite the need for some changes in income and resource 
taxation in past years, there are valid reasons for industry concern 
about stability and certainty. Adoption of the specific objective of 
stability and certainty by governments would therefore lessen such 
industry concerns and would thereby contribute to growth and development. 


A brief consideration of the points behind the industry desire 
for a stable and certain tax environment underline its importance. 


a) When tax systems are changed, this affects the expected 
profitability of projects and companies, and may be immediately reflected 
in the value of the company and its share prices. 


b) The introduction of new tax systems with new definitions, 
rules and provisions inevitably creates a climate of confusion over tax 
impact and tax interpretations, and imposes the need to develop an 
understanding of the system. This will be especially difficult for 
companies operating in several taxing jurisdictions. Delay in making 
business decisions is a likely result. 


c) A history of frequent and complex tax changes will 
itself create a climate of skepticism and uncertainty relating to govern- 
ment policy actions, which will be added as one more risk factor in the 
resource sector, where investments are often large and of a long-term 
nature. Certainly, the industry has expressed concern that any future 
cycle of high profitability may bring about a repetition of the rapid 
changes experienced in this decade. 


In Canada, it appears that the economic uncertainty caused by 
the rapid and numerous changes in tax systems increased the risk of new 
mining ventures and had a negative influence on investment decisions. A 
similar effect occurred initially in conventional petroleum, but this 
was overcome by the buoyant economic conditions in the industry and 
adjustments made by the provinces. 


The industry has requested that there be a new tax regime with 
uniform definitions of mining income and maximum combined marginal rates 
of tax. In the industry's view, then, stability is closely linked to 
rigid limits on increases in taxation. Such a viewpoint is probably 
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unrealistic. While governments can recognize and endorse the need for 
maximum stability and certainty in order to encourage new mining invest- 
ments, changes in views as to the appropriate level of royalties and 

taxes and appropriate means of collecting them will undoubtedly lead to 
occasional adjustments of tax systems in a democratic society. Indeed 
some developments such as permanent increase in the real prices of some 
resource commodities may call for such adjustments. Governments therefore 
cannot commit themselves to a policy of fixed tax regimes, but can 
undertake to endorse the principle of stability and give it substantial 
weight in considering future taxation of this industry. 


2. Recognition in the tax system of the cyclical 


nature of the mining industry 


The review of economic conditions contained at the beginning 
of this report documented that there is greater cyclical behaviour in 
the mining industry than in industry in general. This has been a generally 
accepted observation about the mining sector and the need to recognize 
this behaviour in tax structures has been forcefully made by the industry. 


The industry concerns centre upon both the structure of certain 
royalty and tax systems and also the possibility that the previous 
experience of new and more onerous systems will accompany any future 
period of profitability. The latter point has been addressed under 
stability and certainty, but governments also must be concerned with the 
extent to which existing tax systems recognize the cyclical nature of 
the problem. 


Given the provincial jurisdiction over mineral resources, it 
is reasonable for governments to expect that any long term increases in 
the value of resources give rise to higher revenues. The mining industry's 
view is, however, that the progressive rate structures of some provinces 
have the effect of skimming off purely cyclical profits, as opposed to 
profits arising from long-term appreciation in resource values. However, 
it should be noted that some of these tax regimes result in little or no 
tax being paid in periods of low profits or in marginal situations. 


The prediction of cycles and distinguishing temporary price 
appreciation from a long-term trend is difficult. This means that tax 
royalty and tax systems should be flexible enough to give a reasonable 
return to mining firms over a cycle, allowing years of low prices to be 
recognized as well as period of high prices. Potential responses to 
this include the modification of averaging provisions, progressive rate 
structures, loss carry-forward and loss carry~-back provisions. 


a An acceptable level of tax in order to achieve an adequate 


level of capital investment, growth and development 


The First Ministers at the Federal-Provincial Conference of 
February 13-15, 1978 indicated their view that an expanding private 
sector would be the major impetus for growth in the Canadian economy. 
An important objective of this review of mining taxation is to ensure 
that fiscal systems are in accord with the objective of adequate capital 
investment, growth and development. 
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The mining industry is currently subject to the regular corporate 
tax rate of 46 per cent less a 10 per cent abatement for provincial 
taxes. The provinces also assess corporate taxes at rates ranging from 
10 per cent to 15 per cent. The exception to these regular rates occur 
in manufacturing where the manufacturing profits deduction reduces the 
effective federal rate to 40 per cent less the 10 per cent provincial 
abatement. In 1972, the regular corporate tax of 50 per cent applied to 
mining as to other industries. The mining industry is also subject to 
mining taxes and royalties at varying rates. 


While these are the statutory tax rates applicable, effective 
tax rates are the relevant measure in deciding upon an acceptable level 
of tax. These take account of not only statutory tax rates, but also 
special deductions which reduce tax liabilities below those otherwise 
payable. As noted in several places in this Report, these deductions 
are particularly important in the mining and petroleum sectors. 


The review of the taxation of the mining industry carried out 
in this report indicates that in general the industry does not face 
over-all, average tax burdens that would discourage development and 
growth when warranted by economic conditions. 


With respect to actual taxes paid in Canada it was noted that, 
while the effective corporate income tax rate in mining had risen in the 
last six years, it stood at only 25.4 per cent in 1975 compared with 
manufacturing at 32.5. When provincial mining taxes and royalties are 
included, the rate is 41.8 per cent which is in line with other sectors. 
If action were taken to lower taxes, it would have to be because of a 
perception that special conditions in the industry warranted special 
treatment and not because of unfairness in the existing system. 


The industry has argued that a maximum 45 per cent (combined 
mining and income taxes, taxes and royalties) tax rate should be appli- 
cable to achieve similar treatment to other industries. Such an arbitrary 
maximum is neither realistic nor appropriate. A highly profitable 
operation, for example, should be prepared to pay more than a 45 per 
cent combined total tax rate, including royalties, whereas a marginal 
operation should pay less. While both should expect to face the same 
corporation income tax rate, the former should expect to pay higher 
taxes or royalties since, in all likelihood, its higher profitability 
(excluding purely cyclical profitability) reflects use of a more valuable 
natural resource. Another aspect of this question is that of marginal 
vs. effective tax rates. While the marginal rates might be quite high, 
the effective rates as shown in this report are considerably less than 
45 per cent. Hence, it is not possible to argue that the actual burden 
of the industry is too high based on high potential marginal rates. 

High marginal rates may, however, have adverse psychological effects 
and, as already noted, may tax cyclical profits in an undesirable way. 


The taxation of resource sector profits has traditionally 
contained some important incentives for exploration and development. 
These were reduced in the income tax system at the time of tax reform in 
the interest of more neutral treatment of various industries, but some 
significant incentives have been retained. Provincial royalty and 
mining tax systems also contain numerous examples of incentives for 
exploration and development. 
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Adoption of the principle that taxes be minimal until capital 
has been recovered would be a specific means of working towards the 
objective of encouraging exploration and new development. 


This has been a fairly generally accepted principle in regard 
to resource taxation in Canada. For example, the Proposals for Tax Reform 
released by the federal government in 1969 stated that "special arrangements 
are desirable to ensure that the costs of exploration and development 
may be charged for tax purposes as early as possible in order that taxes 
will only be applied when it is clear that a project is profitable". 
The Conclusions of Federal - Provincial Mines Ministers Conference held 
on January 20, 1978 record that "Most Ministers suggested that this 
(recognition of the high risk nature of the industry) could be achieved 


by deferring or further reducing mining taxes until the invested capital 
had been recovered". 


Capital recovery before taxation commences implies that deductions 
for capital items such as depreciable assets be allowed rapidly. In 
this way, all capital costs may be recovered from operating income 
(income before deductions in respect of capital items) before taxes are 
levied. There is no single reason to adopt such a principle, but there 
are a variety of conditions facing the resource industries which make it 
a useful guide in designing tax policies. The most important of these 
is a concern for a measurement of income which appropriately recognizes 
the many uncertainties in the resource sector. 


Conventional accounting practices arrive at a measurement of 
income by matching costs to revenues over time. In the resource sector, 
it is common to have the revenues against which associated costs might 
be deducted separated by a long and variable time period. Because of 
the time lags and special circumstances such as selling in international 
markets, the possibility that revenues will not be adequate to cover 
costs always exists. In this situation, it is desirable tax practice to 
provide for a rapid write-off of exploration, development and capital 
costs of resources projects. The principle of recovering costs before 
taxation responds in a generous way to this characteristic of the resource 
industries. . . 


ae Appropriate Federal and Provincial Sharing of Resource Revenues 


As in past decades, the issue of federal/provincial sharing of 
revenues generated by the resource industries is one of the most contro- 
versial issues that governments currently face. It is also potentially 
one of the most damaging to future development because of the uncertainty 
it creates for companies in the industry. Provinces are of the opinion 
that the constitution as currently interpreted inhibits their ability to 
design appropriate resource tax systems. 


As already noted, natural resources within provincial boundaries 
fall mainly within the jurisdiction of the provinces and the provinces 
are also in many cases the owners of the resources. As such, provinces 
have the right to charge what they wish for them. This is often referred 
to as the right of the provinces to obtain the "economic rent" from 
resources belonging to them. The federal government, for its part, has 
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the right to levy taxes, including income taxes, on resource companies 
and legislate with respect to certain aspects of the industry falling 
under federal jurisdiction. Each level of government has social and 
economic responsibilities that require it to have an adequate tax base. 
Federal responsibilities extend to all regions and inevitably, therefore, 
involve transfer of funds and resources between regions. (The area 
covered by this paragraph and the preceding paragraph is one in which 
there are differences in points of view by officials.) 


a) The Provincial View 


The provincial view is based on the principle that jurisdiction 
over natural resources is constitutionally vested with the provinces. 
The income tax system must give adequate recognition to these rights. 
The provinces, however, do recognize that the federal government has the 
right to tax resource companies in order to meet its national responsibilities. 


In addressing these points, provinces are conscious of the 
fact that resource charges, like income and commodity taxes, materially 
affect the profitability of resource based industry. Some provinces are 
concerned that the current income tax system does not treat provincial 
charges as basic raw material costs. This is in contrast to the treatment 
of similar expenses in the form of royalties paid to private owners. 
The provinces are also conscious of their primary social responsibilities 
involving major expenditure commitments for the provision of basic 
infrastructure before the long term future of such infrastructure is 
assured. Some provinces believe that the recovery of these social 
capital commitments is partially achieved through provincial taxes and 
royalties. The right to this recovery should be adequately recognized 
in the income tax system. 


The provinces acknowledge that the resource allowance provides 
some recognition of provincial rights to ownership of the resources. 
However, they remain concerned that the resource allowance system does 
not adequately recognize provincial rights particularly in certain 
Situations. In this context, provinces are concerned about the impact 
of the resource allowance system on less profitable operations. In such 
cases, the resource allowance system by nature provides only limited or 
no offsets to resource charges (eg. minimum royalties). 


As well, provinces are concerned with the impact of the resource 
allowance on maximum marginal rate calculations taking both provincial 
resource charge systems and the national income tax system into account. 
Other changes to the national income tax system, in particular, the 
withdrawal or modification of some long standing incentives, also affect 
marginal rate calculations. Provinces, however, question the meaningfulness 
of calculations which add marginal resource charges and income tax rates 
together. Effective total tax rates are greatly affected by profitability 
and cyclical swings, graduated rates and generous allowances. Furthermore, 
high marginal rates may be warranted in certain circumstances. Industry-wide 
generalizations based on such analyses are not applicable. 
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There are differences in the attitudes of several of the 
provinces to the current system of federal taxation and particularly in 
respect to the federal government's recognition of the provincial right 
to impose a levy for the use of their resources. However, all recognize 
that competitive erosion of either revenue base will only aggravate 
current industry problems. In the interest of engendering a sense of 
stability in the industry, the provinces feel that any adjustments in 


provincial tax systems should be beneficially reciprocated by the federal 
system. 


The provinces feel that the general taxation objective of 
harmonization more practically characterizes one of this set of initiatives 
on mineral taxation, given the differing goals and circumstances of the 
provinces. While it is generally acknowledged that homogeneity and 
uniformity might be desirable from an industry-wide perspective, complete 
homogeneity and uniformity of systems is impossible to achieve under our 
System of government. Adoption of the concept of harmonization as an 
objective implies a degree of continuity in the consultative apparatus 
which has led to this current set of federal-provincial mineral taxation 
initiatives. Also, this objective implies that the provinces and the 
federal government agree to the global objectives stated in this paper, 
and that provincial policies will strive for harmony with accepted 
global objectives even though methods adopted to achieve this will 
necessarily differ in each jurisdiction. 


Provinces are cognizant of the importance of the current 
federal-provincial review of resource taxation. The process of examining 
possible adjustments in resource taxation is a two way street and it is 
not only the provinces which should be expected to reassess their tax 
and royalty structures. 


b) The Federal View 


The federal view is based on several general principles. 
First, the federal government believes that the mining and petroleum 
sectors must bear a share of taxes on profits that is reasonable in 
relation to that levied on other sectors. A provincial resource is also 
a national resource. The federal government has the right and respon- 
sibility to obtain a reasonable level of revenues from the profits of 
the mining and petroleum sectors in order to discharge its responsibilities 
to all Canadians. 


Secondly, while the federal government recognizes and respects 
the ownership rights of provinces, it does not regard its tax regime as 
challenging those constitutional rights. However, the federal government 
must ensure that its tax base is not eroded. 


Thirdly, the federal government believes that the most appropriate 
system of taxation, in any sphere, is one under which actions by either 
of the two levels of government do not have detrimental consequences for 
the other levels of government. Each government should be relatively 
free to levy the taxes that it sees fit, answerable for its actions to 
taxpayers and the public at large. Of course, each level of government 
must recognize in setting its tax policies that overall tax levels have 


= We 


to be reasonable. The federal government does not believe, therefore, 
that it is appropriate to regard total potential revenues from the 
mining and petroleum sectors as an amount that should be shared in some 
relatively fixed fraction among federal and provincial governments. 


Keeping in mind these general principles, the federal authorities 
view issues raised by the provinces in the following light. 


The federal government understands the view of the provinces 
that provincial levies are payments to provinces for economic rent and 
for the use of the resources. The federal view on the issue of deduct- 
ibility of provincial levies is, however, that a fundamental difficulty 
exists in measuring economic rent and translating it into specific tax 
system arrangements. 


Past circumstances led to provincial levies threatening to 
undermine the federal tax base and this has to be avoided in the future. 
Because royalties received by private sectors are subject to federal 
income tax, their deductibility by the resource companies does not erode 
the federal base. There is thus a basic difference between government 
“royalties and private royalties. The appropriate approach is to examine 
whether the parameters of the current system are, in fact, producing a 
broadly satisfactory division of revenues. The federal view is that the 
present system leads to stability and that if it were to produce an 
inappropriate division of revenue, change in the parameters of the 
system and not in the nature of the system itself would be necessary. 


The division of revenues produced by the current system and 
the level of tax rates on the sector have already been examined. This 
examination showed that the federal share in mining revenues has been 
declining while rising for petroleum. In 1975, the federal share was 
about 33 per cent of tax revenues from mining and 28 per cent of tax 
revenues from petroleum, natural gas and coal. Effective federal income 
tax rates on the mining sector are very low in absolute terms and lower 
than in virtually all other industries (see Table 9). The adoption of 
the resource allowance ensures that the federal tax base is not eroded 
by actions taken by the provinces. 


The present resource allowance is not meant in any way to 
question provincial rights concerning natural resources, including their 
right to set resource charges. Under the present system, any action by 
a province to change its levies on resources is much less likely to lead 
to a counter-action by the federal government than under the previous 
system. Therefore, the real, as distinct from the apparent, flexibility 
of provincial policy has been improved. 


Concerning the question of marginal mines, the federal government 
believes that such marginality itself reflects low "economic rent" and 
so would logically call for recognition through provincial mining, 
royalties and taxes. To the extent such marginal operators have low 
incomes, their circumstances are automatically recognized at the federal 
level through lower income taxes. In these circumstances it would not 
appear appropriate for the federal system to provide special tax relief 
to marginal operators in order to enable them to pay royalties to resource 


——— 
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owners in excess of the real value of the ore bodies in question. At 
the same time, provinces would have every right to maintain levies at 


levels that would encourage resources being left for development in 
future years. 


c) Policy Questions Regarding Revenue Sharing 


There would seem to be four major questions that Ministers 
might address concerning revenue sharing. 


(i) Do the present tax arrangements adequately recognize the 
constitutional rights of the federal and provincial governments 
with respect to the taxation of resource industries? 


(ii) Is the present division of tax revenues of the resource industries 
between the federal and provincial governments acceptable 
under present circumstances? 


(iii) Is the resource allowance concept a desirable feature of the 
present system in terms of tax system stability and benefits 
to the industry? 


(iv) Is the progressive tax concept a desirable feature of the 
present tax system? 


ot Greater Harmony and Less Complexity 
in Tax Systems 


Many producers operate in several provinces and situations may 
arise in which they are making decisions about the choice of location of 
a new mine or processing facility. The producers are naturally interested 
in the tax systems being as uniform in structure as possible as this 
reduces complexity and makes decision-making easier. 


On the other hand, the individual aspirations and economic 
objectives of provinces differ and provinces must have sufficient leeway 
to develop policies relative to their resources in the way that they see 
fit. As well, economic situations and circumstances surrounding resource 
bases differ by mineral and by province and it is natural that individual 
taxes will differ somewhat from those in other provinces (e.g. taxes 
based on income versus taxes based upon rates of return). As a result 
complete uniformity of provincial income taxes and other levies is not 
feasible. 


Certain provinces and the federal government believe that 
differences in provincial objectives should not result in inter-provincial 
tax competition designed to attract processing activities or new investment 
to one province at the expense of others. Over the longer term such 
competition would result in a tax jungle with no benefits to any province 
and undesirable consequences for all. 
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Complexity of tax systems may also arise regardless of their 
concurrence with tax systems in other jurisdictions. In many cases 
complexity results from the search for precision and equity in taxing 
statues, objectives which are also highly desirable. It is a reasonable 
objective, however, to ensure that tax statutes and future tax changes 


are not unnecessarily complex. 


6% Encouragement of Further Processing in Canada 


The encouragement of the processing of Canadian resources has 
long been a goal of federal and provincial governments. Upgrading 
activities are generally perceived to be something to be encouraged, in 
that they foster increased employment, regional development and a higher 
value for exported Canadian resources. Encouragement of processing 
should not, however, be undertaken at all costs. Investment in processing 
facilities only makes sense when the project produces a net benefit to 
the country and where the gains bear some reasonable relationship to the 
cost of the incentives provided. 


While the upgrading of Canadian resources is desirable, it 
must also be recognized that the establishment of new processing facilities 
in Canada is dependent on many factors, some of which are beyond our 
control - world metal markets, established trading patterns, strategies 
of multinational companies and preferential treatment offered by third 
world producers. The combination of these factors often discriminates 
against location of processing facilities in Canada. Moreover, unless 
there are opportunities to process through to the semi-fabrication 
stage, the encouragement and establishment of further smelting and 
refining facilities alone may not be overly attractive. 


Governments have at their disposal a variety of means to 
encourage processing. These include tax incentives, processing allowances, 
regional development grants, infrastructure assistance, and manpower 
training assistance. While tax-related measures can be useful incentives, 
they may not always be the most appropriate method to encourage location 
of a plant, given that they usually have to apply generally across a 
province or the country, and not just to a particular project. Also, 
there is a question as to how far governments should be prepared to go 
in order to maintain Canadian competitiveness with the conditions and 
opportunities offered by many developing countries. 


To ensure that the use of tax-related measures is as effective 
as possible, Ministers may wish to give consideration to the following: 


a) Due to the considerable variation in tax treatment of processing 
activities across various provinces, the adoption of processing 
allowances which are fully reciprocal between provinces and 
which would reduce the degree of tax competition, could prove 
to be a positive step in promoting higher levels of processing 
in Canada. It should be recognized, however, that processing 
allowances are an integral part of the existing tax structure. 
As well they represent provincial policy positions and any 
attempt to establish a common set of processing allowances for 
similar activities anywhere in Canada would require a 
substantial review of provincial policy. 
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b) Present processing allowances in provincial mining taxes may 
act as disincentives to processing, in that existing allowances 
(generally 8 per cent of original capital cost) may not entirely 
remove from mining tax liability profits earned from processing 
assets. Provinces may wish to consider a re-examination of 


these allowances to determine their appropriateness in present 
circumstances. 


ria Consistency of the Tax System with National Priorities 
Such As Security of Energy Supply 


A tax system should, unless other factors dictate, be neutral 
among different types of economic activities in order that resources are 
directed to those areas with the highest possible returns. Special 
incentives that divert resources from one sector to another can only 
result in lower output and income. Where deviations from this principle 
arise, it is reasonable to expect them to be directed to well-identified 
and significant social and national objectives. 


Certain special considerations are identified elsewhere in 
this Report which do dictate some special features in resource taxation. 
These exceptions relate to the special risk characteristics of the 
industry, its cyclical nature, the desirability of processing and the 
requirement for energy self-reliance. Beyond these factors, however, 
there are no reasons to provide additional incentives or special treatment. 
The opportunities to generate employment, to encourage exports and to 
achieve other desired ends may be no greater in the extractive industries 
than in other sectors. 


However, the resource industries have played a major role 
historically in the development of the country. If it were not for the 
geographical diversity of resource development, our population would be 
even more concentrated than it is currently. Since regional development 
is a national policy objective, there may be grounds for providing a 
certain degree of tax incentive to an industry well-suited to regional 
development. On the other hand, mines in remote areas involve costly 
infrastructure development and social costs when the mine closes. To 
the extent that a regional policy objective for mineral industry incentives 
exist, the assurance that profits will not be taxed before capital is 
recovered contributes to such an incentive. 


Although only two years ago there was widespread concern about 
imminent shortages for both oil and gas, current forecasts are much more 
optimistic. For example, the industry is now concerned about a gas 
"surplus". For oil, the, results have been ,less dramatic,: but, recent 
discoveries in Alberta suggest that good drilling prospects remain. 
Governments have structured their tax systems to encourage exploration 
and development of new supplies and restrain the growth in energy demand. 


It is reasonable for governments to re-affirm objectives such 
as encouragement of energy self-reliance and regional development. As 
well, other national objectives such as an adequate degree of Canadian 
ownership and control impinge upon this sector. This implies that tax 
and other policies should be consistent with these priorities both now 
and in the future. However, decisions on tax incentives must keep in 
mind the need for such measures and those other opportunities and priorities 
that have a call on government resources. 
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IX SUMMARY AND CONCLUSIONS 


Some of the major points from the analysis and the objectives 
to which these lead are noted in this section. 


Le The mining industry is a cyclical one. The current weakness 
is part of a normal cycle from which some recovery can be 
expected. 

Lie A change in the industry occurred around 1970 with a deceleration 


in growth for long term reasons, beyond normal cyclical factors. 
This deceleration has been accompanied by an increase in the 
proportion of mineral investment of Canadian-based firms in 
mineral exporting countries with which we compete. This 
appears, at least in part, to indicate a realization that our 
deposits, particularly base metal deposits, have become more 
costly to find and less competitive. 


i While federal and provincial revenues from the mineral industry 
relative to the profitability have increased since 1970, the 
effective tax levels are in line with those in other industries. 
The effective income tax rates on mining are noticeably lower 
than those on other industries, including manufacturing. The 
combined income tax and resource charge rates are also generally 
in line with income tax rates on sectors other than manufacturing. 


4. International tax comparisons for mining are difficult to 
make. Even if such comparisons were possible, the results 
would need to be qualified. In Canada, where domestic use 
comprises a relatively small proportion of total mineral 
production, taxes on extraction are the principal returns to 
the government. In other countries, lower taxes on the extrac- 
tion phase can be offset by higher taxes on processing and 
secondary manufacturing. In developing countries, tax systems 
may well reflect widely different priorities than those in 
Canada. 


ik The level of complexity in tax systems for mining has increased 
Li“recent’ years . 


OF The contribution of the tax systems to current problems has 
been appreciably less than that of other factors. 


‘ac In addition to these conclusions, a set of objectives were 
identified which, if adopted by governments, would provide a 
common means of working towards healthy mineral and petroleum 
industries. These were: 


a) Stability And Certainty in the Tax System: Changes in federal 


and provincial tax systems in the 1970's led to uncertainty 
which has been a negative factor in investment decisions. 
Governments cannot commit themselves to a policy of fixed tax 
regimes but can undertake to endorse the principle of stability 
and give it substantial weight in considering future tax 

policy affecting this industry. 


b) 


Co 


d) 


e) 


f) 


g) 
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Recognition in the Tax System of the Cyclical Nature of the 
Mining Industry: Federal and provincial tax systems may not 

be sufficiently flexible to provide reasonable returns to the 
private sector over economic cycles. Potential responses 
include modifications to rate structures, and loss carry-forward 
and carry-back, and averaging provisions. 


An acceptable Level of Tax In Order to Achieve an Adequate Level 


of Capital Investment, Growth, and Development: Although 
there are special tax situations where tax burdens may be 


excessive, the mining industry does not face over-all tax 
burdens that are out of line with those in other industries 
and that would discourage development and growth when warranted 
by economic conditions. Except for the special situations 
referred to above, if tax relief is provided to the industry 
it would be in response to particular cyclical or long-term 
structural economic problems. It is reasonable to adopt the 
principle that taxes be minimal until invested capital has 
been recovered in recognition of the risk characteristics of 
the resource industries. Arbitrary maximum tax rates, as 
suggested by industry are neither necessary, realistic nor 
appropriate. 


An Acceptable Federal/Provincial Division of the Revenues: 
Federal and provincial governments have responsibilities that 
require adequate tax revenues. The provinces have the right 

to determine an appropriate level of provincial taxation and 
royalties applicable to their resources. The federal government 
has the right to levy taxes on the resource industries under a 
system which assures an appropriate tax base. 


Greater Harmony and Less Complexity in Tax Systems: While 

there are legitimate reasons for the existence of provincial 
differences in tax and royalty structures, it is reasonable to 
ensure that tax statutes and future tax changes recognize the 
desirability of harmony so far as possible and avoid unnecessary 
complexity. 


Encouragement of Further Processing in Canada: Consideration 
should be given to: the appropriateness of existing processing 
allowances in present circumstances; of incentives in cases 

where investment in processing facilities is economically 

viable and will lead to net benefits to Canada; and the possibility 
of similar fully reciprocal processing allowances among provinces 
bearing in mind that existing processing allowances are a 
fundamental feature of existing tax structures. 


Consistency of the Tax System with National Priorities such as 
Security of Energy Supply: It is reasonable for governments 

to re-affirm objectives such as encouragement of energy self-reliance, 
regional development and an adequate degree of Canadian ownership 

and control. This implies that tax, royalty and other measures 
should be consistent with these priorities both now and in the 

future. However, decisions on tax incentives must keep in 

mind the need for such measures and those other opportunities 

and priorities that have a call on government resources. 
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X RECOMMENDATIONS FOR GOVERNMENT ACTION TO WORK 
TOWARD ACHIEVING DESIRABLE RESOURCE TAXATION OBJECTIVES 


In a federal-provincial report by officials to Minresters), it 
is not believed appropriate to recommend specific changes with respect 
to any one taxing jurisdiction. It is the prerogative of Ministers of 
the Crown to decide upon and announce changes in their respective tax 
systems. Officials could be criticized, and rightly so, if, in this 
report, they chose to recommend specific changes in their tax systems or 
the tax systems of other jurisdictions that may or may not be acceptable 
to Ministers. This might create unsettling speculation in the industry 
and financial markets as to what tax changes might emerge, and could 
lead to charges of one jurisdiction intruding into the rights of another. 


Officials are proposing the following recommendations for 
possible government action toward achieving the aforementioned resource 
taxation objectives. It is also recognized that the information provided 
in this review may not in every case be adequate for developing specific 
policy measures. Further examination and analysis may thus be necessary 
on the part of individual governments. 


Officials of each jurisdiction would recommend to their own 
Ministers detailed changes which would be in harmony with the objectives, 
changes which Ministers could accept or reject as they saw fit. 


Le Stability and Certainty in the Tax Systems 


Officials recommend that: 


a) federal and provincial policies recognize the importance of 
stability and certainty in matters of resource taxation; 


b) the industry be assured that the governments foresee no emergence 
of competitive taxation between governments of a kind that 
leaves industry caught in the middle or that would deprive the 
industry of the benefits of relieving tax action of other 
governments; and 


C) consultation between industry and government on tax and other 
matters be continued. 


hy Recognition in the Tax System of the Cyclical 
Nature of the Mining Industry 


Officials recommend that: 


a) governments recognize the fact that the highly cyclical nature 
of the mining sector requires it to be able to offset low 
profits in depressed years by retaining an adequate portion of 
the high profits in good years; 


b) respective tax regimes be examined to ensure the inclusion of 
appropriate mechanisms to avoid the excessive taxation of 
cyclical-type profits; and 
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e) the federal government and provincial governments consider the 
concern over progressive tax regimes expressed by the industry 
and examine mining and royalty tax regimes and the income tax 
regime with a view to alleviating the effect of such regimes 
on the aggregate marginal tax rate. 


An Acceptable Level of Tax in Order to Achieve an Adequate Level 


of Capital Investment, Growth and Development 


Officials recommend that: 


a) governments express their full agreement with the view that 
healthy development of the resource sector depends on the 
prospects for a level of profits, that is both adequate to 
ensure re-investment and reflects the risk in the sector; 


b) governments indicate that except in certain situations 
they have found that the general level of tax in the mining 
sector, including payments to provinces as owners of the 
resources, is not out of line with those in other industries; 
(Manitoba officials contend that, based on the information 
contained in Table 9, page 31, the aggregate level of taxation 
on mining appears to be higher than on manufacturing). 


c) governments undertake to examine carefully whether special 
economic circumstances in some parts of the resource sector 
would justify special tax action by both the federal and 
provincial governments; 


d) in recognition of risk in the resource sector, federal and 
provincial resource tax policy should observe, as much as 
possible, the principle that taxes will be minimal until 
capital invested has been recovered; and 


e) governments, in reviewing provisions for venture capital, give 
consideration to any special circumstances in the mining 
industry. 


An Acceptable Federal/Provincial Division of Revenues 


Officials recommend that: 


a) the importance of avoiding competitive taxation between governments 
be recognized; 


b) the federal government announce its recognition of the provincial 
right to determine the level of provincial taxation and royalties 
applicable to their resources; 


c) provincial governments announce their recognition that a 
federal tax base must exist which allows a reasonable amount 
of the profits from the mining and petroleum sectors to flow 
to the federal government and so be shared with all Canadians; 


and 


d) 


ee ee 


revenues from the resource sector not be viewed as a total 
amount available to be shared on a formula basis between 
governments. Each government should be responsible to the 
electorate for the taxes it levies, keeping in mind reasonable 
tax rates on the industry. 


Greater Harmony and Less Complexity in the Various Tax Systems 


a) 


b) 


Officials recommend that: 


governments give recognition to the need to minimize complexity 
and their desire to simplify wherever possible; and 


governments undertake to consult on ways to make their respective 
resource taxation systems more uniform without compromising 
tax provisions that relate to differences in provincial policies. 


Encouragement of Further Processing in Canada 


a) 


b) 


c) 


Officials recommend that: 


further processing be encouraged where of net benefit to 
Canada; 


provincial governments agree to work toward processing incentives 
which do not lead to inter-provincial competition for the 
location of such activities; and 


the processing allowances in provincial mining tax and royalty 
regimes be reviewed to ensure that they are adequate to remove 
processing profits from mining tax liability. 


Consistency of the Tax System with National Priorities 


a) 


b) 


Officials recommend that: 


resource tax provisions be consistent with agreed national 
priorities in the mineral and petroleum industries; and 


federal and provincial governments undertake to work together 
in order to ensure that tax uncertainties and levels do not 
delay or prevent the development of projects that are agreed 
to be in the national interest. 
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Tableau 10 


Comparaison des taux de rendement interne, avant et aprés impéot, du capital total investi, pour des mines métalliques 
hypothétiques d'aprés la fiscalité fédérale et provinciale de 1971 et 1978 


Taux de rendement interne aprés impdts fédéral et provinciaux 


Taux de rendement 


e d'exploitation avant impét Teen Nokes NSB: Québec _—_ Ont. Man. Sask. C2=B.. 
MSR Régime de 1971 19.2 16.8 16.0 16.4 16.4 16.7 16.1 16.9 16.3 
Sn a ces a eee 8 eee ee ee 
Régime de 1978 19.2 L5E0 15.9 1555 16.2 1538 13.8 16.0 1563 
ABC Régime de 1971 21.8 19 18.8 L8eS 18.4 18.3 18.0 LOR 2 18.6 
eee eS ee ee ee 
Régime de 1978 Zins Ui 7hea | Mi eesi/ bona t UWaed 16.4 LZ Whats) faz: 
> ie oe eee 6 a ge ee ee ee 
DEF Régime de 1971 9.3 129 1&9 T.9 7.9 Terk: hed 8.0 T9 
2 ee . Se ee 8 ee gS ee ee 
Régime de 1978 9.3 132 G50. Set Pet use 6.6 7.3 6.8 


4 ee ee Ba SR ag Ue ee Se ee eee eee 


SOURCE: Simulations du ministére de 1'Energie, des Mines et des Ressources, pour des mines métalliques hypothétiques. Ces 
simulations ne visent qu'a permettre de comparer le fardeau fiscal en fonction de différents régimes d'impot. 


REMARQUE: Les, impéts provinciaux comprennent les imp6ts miniers ainsi que l1'impét sur le revenu des sociétés. 


MSR: Exploitation intégrée rentable (a ciel ouvert) de métaux de base. 
ABC: Grande exploitation rentable (a ciel ouvert) d'extraction-traitement. 


. 


DEF: Exploitation moyenne d'extraction (sous-terraine) - traitement 4 rentabilité médiocre. 
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Tableau 9 


Taux effectifs d'impét et de redevance dans les secteurs minier et aertacturiers 


de 1969 a 1975 


Année Secteur manufacturier Secteur minier 
Impot Impots Impot Prélévements provinciaux Impsts 
fédéral provinciaux fédéral Imp6t Imp6ts miniers miniers 
s/revenu s/revenu Total s/revenu s/revenu et redevances Total territoriaux Total 


ee ee ee ee be ee 2 SL ee ee 
(en pourcentage) 


1969 29.9 8.7 38.6 10.0 2) 77 10.4 0.3 20.7 
1970 3187 9.5 41.2 11.4 5 | 7.0 10.2 0.2 ra 
1971 Dor? 8.8 37.0 8.4 2.5 7.5 9.9 0.2 18.5 
1972 272 9.0 36.0 175 3.5 10.2 ger 0.2 25.4 
1973 2153 8.0 29.3 9.4 2.6 7.4 10.0 0.2 19.5 
1974 21.9 8.2 3071. 14.8 5e1 _ = 16% 21.5 0.4 36.7 
1975 23.6 8.9 32.5 14.4 55 a a 266. . 0.8 41.8 


Le taux effectif d'impét et de redevance est calculé sur les bénéfices comptables avant impots sur le revenu et avant 
imp6ts miniers, redevances et autres prélévements provinciaux. Pour le secteur minier, ce taux diffeére de celui du 


x 


tableau 9 4 cause de l'addition des impdts et redevances miniers. 


Sources: Statistique Canada, Statistique fiscale des sociétés (61-208) pour le profit comptable et l'impé6t sur le revenu; 
estimations du ministere des Finances basées sur les comptes publics des provinces pour les impéts miniers et autres 
prélévements provinciaux. 
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